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Our Cover 


George J. Schoeneman, whose appointment 
as Commissioner of Internal Revenue was 
approved by the Senate on June 13, appears 
on this month’s cover. For a complete ac- 
count of the new Commissioner, see “Inter- 
nal Revenue’s Career Collector,” beginning 
on page 597. 


Reduction v. Revision 


Anything we say now about the veto of 
tax reduction is anticlimactic. Financial and 
political writers have analyzed the Presi- 
dent’s action from all possible angles. One 
aspect of the tax situation, which, like the 
feeble-minded cousin, is seldom mentioned, 
is that there may never be tax reduction 
from the present level. It may not be pos- 
sible to reduce the income requirements of 
federal, state and local government to the 
level of what we nostalgically call the pre- 
war days. Too often the very taxpayers 
who yearn the most are the loudest in their 
demands for government services, which 
keep tax rates up. 


All of the postwar tax plans which monop- 
olized the financial news a year or more 
ago had as their goal the production of rev- 
enue to balance the budget in the neighbor- 
hood of $25 billion. If the present is the 
postwar period referred to, their estimates 
are fifty per cent wrong. If the postwar 
period is still to come like the millennium, 
we have something to anticipate. 


Certain changes which have. taken place 
in the federal revenue system have received 
little publicity. For instance, in those pre- 
war days the income tax on corporations 
produced more revenue than did the income 
tax on individuals. Now the reverse is true. 
This trend, if it is a trend, has been the wish 
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of such tax planners as Beardsley Rum] and 
Harold M. Groves. From 1938 to 1947, the 
federal income taxes collected from the indi- 
vidual have climbed from $1 billion to $18.7 
billion per year. The income taxes collected 
from corporations have increased in the 
same period from $1 billion to $12.4 billion 
per year. This proportion is likely to stay. 
That faceless individual, the American tax- 
payer, as Westbrook Pegler calls him, might as 
well make up his mind that twenty cents or so 
of every dollar he earns will go to provide 
for his federal government, with all its faults 
and benefits; and he had better adjust his 
future to such a situation with stoicism than 
lament the passing of the prewar days. 


What he had best learn about the part 
played by an individual income tax in a 
scheme of governmental finance, is that its 
productivity depends upon the productivity 
of the worker. The rates are geared to the 
national income. That is, as long as the 
national income remains high, as it is now, 
rates can be low to produce the required 
revenue. As the national income rises be- 
cause of increased productivity, the yield 
will, of course, increase. However, the op- 
posite results will follow if unemployment 
and decrease in consumption are prevalent. 








Tax planners, then, are giving their atten- 
tion to revenue measures which have a two- 
fold purpose: (1) to increase production 
and (2) to provide revenue. 


A revenue system designed to aid produc- 
tion does not necessarily contemplate lower 
rates of tax, but rather an elimination of the 
features which contribute to lower produc- 
tion. Without passing, here, upon the rela- 
tive merits of each, this calls for such fea- 
tures as increasing the incentive to invest 
capital, the elimination of double taxation 
of dividends, possibly the further reduction 


Qa oe 


m= (TO 


ml and 
47, the 
1e indi- 
o $18.7 
llected 
in the 
billion 
O Stay. 
in tax- 
ight as 
'S OF SO 
yrovide 
; faults 
ust his 
m than 
ys. 


ie part 
x in a 
hat its 
ictivity 
to the 
as the 
Ss now, 
‘quired 
ses be- 
» yield 
he op- 
yyment 
valent. 


atten- 
a two- 
luction 


roduc- 
» lower 
of the 
roduc- 
e rela- 
ch fea- 
invest 
ixation 
luction 





TAX ADVISORY COMMITTEE 


Frank Carlson—Governor of Kansas. 


Views on taxes: When a member of 
the Committee on Ways and Means, he 
advocated the inclusion of a sales tax in 
the Revenue Act of 1942. 


Norris K. Carnes—General Manager, 
Central Cooperative Livestock Associa- 
tion, St. Paul, Minnesota. 


Views on taxes: Not available. 


John L. Connolly—Secretary and Gen- 
eral Counsel, Minnesota Mining and 
Manufacturing Company, St. Paul, Min- 
nesota. 


Views on taxes: He favored tax 
reduction over debt reduction. He fa- 
vored H. R. 1 and opposed the Lucas 
proposal. The income tax base should 
be very broad, in his opinion. It is unfair 
to tax corporation income and then to 
tax stockholders on dividends. If addi- 
tional revenue is needed, we should adopt 
a retail sales tax with no exemptions. 


John Cheever Cowdin—Chairman of 
the Board, Universal Pictures Company, 
Univerasl City, California. 


Views on taxes: He urged the Con- 
gress to enact a “wartime consumption 
tax” of eight per cent at point of final 
sale. He recommended, however, that 
the tax on corporations should not ex- 
ceed forty per cent. He would eliminate 
the distinction between long-term and 
short-term capital gains and tax such in- 
come at a maximum rate of ten per cent. 


Carson Samuel Duncan — Economist, 
American Association of Railroads, Wash- 
ington, D. C. 


Views on taxes: 


Not available. 


John Wesley Hanes—Chairman of the 
Board of Trustees, Tax Foundation, New 
York. 

Views on taxes: The theory of 
ability to pay, which underlies our in- 
come tax, has been abused. H. R. 1 is a 
good program and is not inflationary. 
Existing surtax brackets have sucked dry 
almost every available dollar that can be 
obtained from the high income groups. 
Present tax rates are a stupid levy against 
the know-how and the managerial expe- 
rience that are the nation’s greatest assets. 


E. H. Lane—President, Lane Com- 
pany, Inc., Altavista, Virginia. 


Views on taxes: He included a re- 
tail sales tax of five to ten per cent, or 
a graduated sales tax starting at five per 
cent and running to twenty-five per cent, 
in his recommendations to the Committee 
on Ways and Means on the Revenue Act 
of 1942. 


Roswell Foster Magill—Professor of 
Law, Columbia University; Member of 
Law Firm of Cravath, Swaine & Moore, 
New York. 


Views on taxes: Present fax rates 
tend to restrict and impede full operation 
of productive forces in the economy. He 
is opposed to increase in personal ex- 
emptions under the income tax. In this 
opinion, fifty per cent should be the top 
rate on incomes over $100,000. We should 
continue to rely on a broad excise tax 
system either under a manufacturers’ ex- 
cise or a retailers’ excise, or both, in some 
combination. They should produce about 
one fourth of total tax revenues. 


Wright Matthews—Lawyer and Mem- 
ber of Robertson, Leachman, Payne, 
Gardere & Lancaster, Dallas, Texas. 


Views on taxes: Not available. 
Clarence Hamilton Poe—Editor of the 
Progressive Farmer, Raleigh, North Caro- 
lina. 


Views on taxes: Not available. 


Matthew Woll—Vice-President, Ameri- 
can Federation of Labor. 


Views on taxes: Corporations have 
no right in equity to expect exemption 
from paying their fair share of taxes. 
Shareholders have no right to expect re- 
moval of taxes on corporations. Income 
taxes on individuals and corporations and 
inheritance taxes are correctly referred 
to as taxes which people are fortunate to 
pay, because they are applied only on 
the basis of ability to pay. Lower costs 
of goods, higher wages and higher profits 
depend more on volume production and 
technological and managerial improve- 
ment than on tax policy. High corporate 
taxation need not be a barrier to accumu- 
lation of reserves for reinvestment. One 
of the largest loop-holes is that which 
allows individuals to avoid income taxes 
through nondistribution of corporation 
profits. The wage-earning group, repre- 
senting the great mass of consumers, is 
the one ultimately to bear the burden of 
taxation, no matter what form it takes. 
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of rates upon business, some adjustment of 
the excise taxes upon retail sales—all of 
which are not easily comprehended by mil- 
lions who look upon Uncle as the greedy 
guy who got to their pay checks first under 
the withholding system. Because those to 
whom he turns for advice in most instances 
—his newspapers, his unions, his employers, 
etc.—adopt a propagandist doubting tech- 
nique, the faceless Joe gets the wrong slant. 


It is the wrong time to consider reducing 
taxes, says the President. The debt should 
be reduced first. Politically, next year might 
offer a more propitious opportunity for tax 
reduction. But how many taxpayers can 
reason the best time for reducing taxes or 
the effects of a low debt upon themselves? 


This tax bill favored the rich, said its op- 
ponents. Taxes at progressive rates penalize 
the rich! No, says the same group, this is 
taxation according to ability to pay. 


You might not agree, but H. R. 1 died 
not under the President’s veto, but on May 
14, 1947, when Congress okayed $400 mil- 
lion for Greece. It was on this day that 
tax reduction for fifty million taxpayers ran 
second to foreign policy. 


Foreign policy plays a great part in our 
budget; and as long as it does, little prospect 
for tax reduction is present. England is 
likely to need more financial assistance be- 
fore Mr. Truman’s own tax reduction bill 
can become law. 


The British Weekly Taxation (official or- 
gan of the Association of Certified and Cor- 
porate Accouutants) is not too optimistic: 


“In view of the lack of encouragement 
in the budget and the growing view that 
encouragement might have been given if 
only there had been a willingness to cut 
expenditure in obvious places, it is some- 
what ironical that there should be sugges- 
tions that a further loan might be forth- 
coming from America when the present one 
is exhausted. What must America think 
of the budget and of our efforts to extricate 
ourselves from the slough of despond which 
originated with the war, but which has 
deepened as a result of the war’s aftermath? 
On what ground could we go back to Amer- 
ica? Have we made anything of the chances 
which the present loan offered? Have we 
so conducted ourselves, since we received 
the right to draw American dollars, as to 
show our determination to put rehabilitation 
first, or to convince anyone that if we fail 
to implement our promise to repay, the fault 
would not be ours? What should we be 
thinking if the positions of ourselves and the 
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United States were reversed? It is no an- 
swer to say that we have no intention of 
applying to our creditors again; the 
fact is that we ought to be in a position to 
go if we wanted, that is to say, if we could 
prove beyond any measure of doubt that 
the effects of the war on our economy were 
such that the loan was inadequate. Whether 
that is the fact or not, we shall now never 
be able to show.” 












































It seems of prime importance that we 
should take a grip upon ourselves and stop 
fooling Westbrook Pegler’s faceless indi- 
vidual or NAM capitalists. High budgetary 
needs and tax reduction are about as com- 
patible as Hollywood marriages. The efforts 
of all tax-minded individuals should be de- 
voted, then, to the most equitable tax sys- 
tem within the framework of our budgetary 
requirements. 


Undaunted by the defeat of his tax bill, 
Congress Knutson has appointed a special 
tax study group to confer with the Ways 
and Means Committee and Treasury officials 
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on tax revision. “We are now undertaking El 
a revision of the tax code. It is the hope es 
of the committee [on 1948 tax revision] to } % th« 
be able to shift much of the burden that of rez 
is now being carried by the income tax | der 
group, which includes almost everyone, over Be 
to the excises, at least in part, because the J point 
income tax is not a reliable source of income J State 
in times of depression or recession.” effec’ 
Representative Dingell looks upon this | °™& 
action as an attempt to enact a federal sales Reve 
tax: agen 
“Now, what is the significance of an ad- pete 
visory tax study committee, you may in- | [pit 
quire. Where do they enter into the picture? emp! 
Well, that is a mighty good question—and high 
the answer is that they have not the slight- | 4. , 
est business in the enactment of tax legis- ee | 
lation. That is the job of the Congress, its | gem, 
committees, and its employees. Of course, | othe 
we want all the information we can get, 
in open hearings, but there is no place for | | Tl 
individuals from industry or private law ] in tl 
practice in the closed sessions of the Ways | to th 
and Means Committee. Con 
“The appointment of Dr. Magill to head ong 
the tax advisory group is now the obvious tay 
step to obtain a mantle of academic and pro- an 
fessional respectability with which to dress H 
up the Republican design to reduce income | yea! 
taxes upon the rich and substitute a sales } per 
tax upon the poor. But it will take more J} ash 
sugar than Mr. J. Cheever Cowdin and all J side 
his National Association of Manufacturers G 
(Continued on page 644) F wh: 
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Internal Revenue’s Career Collector 


By 


LARSTON D. FARRAR 


EW GOVERNMENT EMPLOYEES 

entering federal service at the bottom 
of the ladder entertain more than faint hope 
of reaching the top rung before ending their 
federal careers. 


Before President Harry S. Truman ap- 
pointed George J. Schoeneman as United 
States Commissioner of Internal Revenue, 
effective July 1, 1947, not even one such 
career employee of the Bureau of Internal 
Revenue had held the top spot in this vital 
agency. True, other Commissioners had served 
as collectors in other cities for varying lengths 
of time before being appointed to the highest 
United States tax post; but no typical career 
employee ever had been projected into the 
highest position the service can offer. That 
the new Commissioner did come up through 
the ranks is the best object lesson in the 
democracy or our government that any 
other Bureau employee can have. 


The new Commissioner began his service 
in the government exactly thirty-six years, 
to the day, before he stepped into the post of 
Commissioner of Internal Revenue. His first 
job was a stenographer in the United States 
Post Office Department, where he reported 
for work on July 1, 1911. 


His salary in his first post was $900 per 
year. His salary in his newest job is $10,000 
per year—or some eleven times as much 
as his starting salary. That’s not much, con- 
sidering the headaches. 


George Schoeneman isn’t the kind of fellow 
who, having arrived at the top, pauses to 


Internal Revenue’s Career Collector 


tell what qualities or characteristics his fel- 
low workers need to duplicate his success. 
He’s just not the type to give advice. In 
fact, he admits that he still feels like taking 
a‘lot of it—as you know he will when he 
has need of it. 


But a visit with him at his White House 
offices (where he will work until July 1, 
when he takes over the Commissioner’s 
office in the huge Bureau of Internal Revenue 
Building seven blocks away on Pennsylvania 
Avenue) gives an interviewer some ideas 
about what it takes to get ahead in federal 
service. Schoeneman speaks in a well-modu- 
lated voice, carefully uses words that most 
accurately convey his meanings. Not hesi- 
tant about talking about himself and his 
career in government, he still gives the im- 
pression that he would rather talk about 
other things and praise other people. 


He reveals, in what he says and how he 
says it, a flexibility and a quick grasp that 
no doubt were the biggest single reasons 
why he, instead of any of a dozen other 
fellows, was chosen for the important post 
of Commissioner. 


Clear blue eyes, with a hint of grey steel, 
look you up and down when you enter Mr. 
Schoeneman’s office. He’s given thousands 
of employees the once-over in his years of 
government service, many of them spent in 
personnel work, and you can take it for 
granted he has a good idea of what he sees 
when he sizes you up. What you see is a 
well-built man of five feet, eight inches, who 
has wavy white hair, determined square 
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jaws, and fine nostrils. His ears fit his face. 
He has thick, auburn eyebrows. He’s partial 
to gray in his clothes, and smokes cigarettes 
in short, deep draws. He is of Irish and 
Pennsylvania-Dutch ancestry—and looks it. 


Schoeneman is the only person with the 
surname to have made Who’s Who in America, 
the latest issue of which carries the follow- 
ing biographical data about him: 


“Schoeneman, George J., U. S. Govt. offi- 
cial; b. Newport, R. I., Mar. 4, 1889; s. 
Charles and Catherine (Shea) S., student pub. 
schs., Newport, R. I., m. Lorena Rouse; 
children—Ruth (Mrs. Chas. W. Adams), 
Bettymae (Mrs. Robert M. Moore). Began in 
Post Office Dept., 1911; sec. to mem. Fed. 
Reserve Bd., 1919-20; in charge Collectors’ 
Personnel, Internal. Revenue Bur., 1920-24; 
asst. dep. commr., Accounts and Collections 
Unit, Internal Revenue Bur., 1924-29; dep. 
commr., 1929-44; asst. commr. Internal Rev- 
enue, 1944-45; administrative asst. to Presi- 
dent Truman since May 9, 1945; liaison officer 
for personnel management, since May 21, 
1945. Home: 1600 Noyes Dr., Silver Spring, 
Md. Address: care of The White House, 
Washington D., C.” 


If it’s true that cold facts can be used 
to cover warm personalities then Who’s Who 
is as guilty of hiding Mr. Schoeneman’s real 
life as a biographical book could be. His life 
has been about as exciting as possible for 
an American who has spent all his time in 
routine federal service. 


Early Life 


Left out of Who’s Who by necessity, are the 
exciting facts of George Schoeneman’s be- 
. ginning and his early life, namely, that he 
was born in Newport Harbor Lighthouse 
without benefit of trained nurses or any of 
the “modern conveniences” which greet most 
Americans as they enter this world. 


The Who’s Who sketch gives not the 
faintest hint of years spent at the end ofa 
long breakwater which was only five feet 
across at its widest point and which, in the 
winter, became a sheet of ice over which 
George, his brother and his sister had to 
walk more than a mile to catch the launch 
to Newport. That’s why a headline writer 
put down “From Light House to White 
House” when Schoeneman was appointed a 
special assistant to the President. 


Many is the storm he experienced in those 
early days that taught him a Nor’wester can 
make life just as miserable as a calm sea 
and a bright sun can make it pleasant. One 
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time, in 1898, the wind was so terrific that 




























the waves broke the windows of the light- believe 
house, filled the cistern with salt water, if they 
ruined the food in the kitchen twenty feet § ™@" th 
above the regular waterline and marooned 
the Schoeneman family for three days and § Burea 
nights without water or nourishment. In 1 
“The U. S. almost lost a potential Internal i sali 
Revenue Commissioner that time” he says ing the 
now, with a smile. “Perhaps a lot of folks § connel 
will be saying that it would have been best.” July 1, 
He lived in that lighthouse for twenty On 
years—until he followed his elder brother, J 4 ccist; 
Charles R. Schoeneman, to Washington in and C 
1911, to become a stenographer in the Post of the 
Office Department. (Charles R. Schoeneman man st 
died a year ago, after having served thirty- foe & 
nine years in the United States Treasury pointe 
Department, of which he was budget officer Collec 
at the time of his death.) 0 
Mr. Schoeneman feels today that his life me 
in government has been a series of “good ing hi 
breaks,” but remembers the first such oppor- was 2 
tunity as being the one that seemed to help the P: 
him most. sonne 
the s2 
Post Office Appointment 8 ‘ 
peci: 





“T remember it very well, even after all the 

























“ 
years,” he recalls, “Albert S. Burleson had - 
just been appointed Postmaster General dur- tin 
ing the Wilson administration, and he called pues 
for a personal stenographer. There were his ~ 
twenty-five stenographers detailed to the sean 
Department headquarters at the time and, ene 
of course, every one of them wanted to be pane 
chosen for the place at the Postmaster Gen- pane 
eral’s right hand, so to speak, “GQ 

“After the competitive exams and after o tel 
interviews with each of the twenty-five steno- | Ty. 
graphers had been held by the new official, gent! 
I was chosen for the post. That was my 
real beginning in government service. And .. 
that’s why finally, I suppose, I’m getting this sion 
new post for which I feel so deeply honored.” Late 

In other words, Mr. Schoeneman always — 
has made it a point to be around, and quali- hows 
fied, when opportunity knocks. He was Whi 
around, and qualified, when Postmaster i 
Burleson needed an executive clerk. He was } 
around, and qualified, when the Postmaster law, 
General later needed an assistant in charge I sh 
of press relations. He was around, and Si 
qualified, when the office of Assistant Super- ing 
intendent, Division of Equipment and Supplies, fror 
came open in the Post Office. the 

Likewise, when other opportunities opened, ‘ 
he was Johnny-on-the-spot, and bigger men Nu, 
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believed that the job would be done right 
if they “let George do it”’—George Schoene- 
man, that is. 


Bureau Appointments 


In 1919-1920, he served as secretary to a 
member of the Federal Reserve Board, leav- 
ing there to take charge of collectors’ per- 
sonnel in the Bureau of Internal Revenue on 


July 1, 1920. 


On January 1, 1924, he was appointed 
Assistant Deputy Commissioner, Accounts 
and Collections Unit. Upon the promotion 
of the Deputy Commissioner, Mr. Schoene- 
man served as Acting Deputy Commissioner 
for a year, and on August 1, 1929, was ap- 
pointed Deputy Commissioner, Account and 
Collections Unit. 


On May 11, 1944, he was appointed Assis- 
tant Commissioner of Internal Revenue, hold- 
ing his position until May 8, 1945, when he 
was appointed Administrative Assistant to 
the President. He was given additional per- 
sonnel duties in the White House later in 
the same month, serving in these capacities 
until September 11, 1945, when he was named 
Special Executive Assistant to the President. 


“Being the boss of men who are going 
up isn’t essential in going higher in govern- 
ment yourself, but it helps,” Schoeneman 
says now, the hint of a smile playing about 
his mouth. “When I was Deputy Commis- 
sioner in charge of the Accounts and Collec- 
tions Unit, there were two pretty good 
collectors out in the field whom I had to 
contact rather regularly. 


“One of them was collector at St. Louis— 
a fellow by the name of Robert E. Hannegan. 
The other was collector in New York—a 
gentleman known as Joseph D. Nunan. 


“Bob Hannegan later became Commis- 
sioner of Internal Revenue and was my boss. 
Later, he resigned to become Postmaster 
General and Joe Nunan became Commis- 
sioner of Internal Revenue, and he, too, 
became my boss until I came over to the 
White House. 


“Now that Joe is going out to practice 
law, it’s pretty much of a coincidence that 
I should succeed him.” 


Schoeneman won’t soon forget the morn- 
ing last month when he received a call 
from the President’s office to come in to see 
the Chief Executive. 


“I'd had some indications that I was being 
considered for the post from which Joe 
Nunan was resigning, but it was still a sur- 


Internal Revenue’s Career Collector 


prise to me when President Truman told 
me he was offering me the post of Com- 
missioner of Internal Revenue. 


“My first reaction was that I wanted to 
think it over a little while. I remonstrated with 
the President that I liked my White House 
post and hated to leave. We talked a while 
longer and I acquiesced. But, really, few men 
will understand how I felt when the President 
offered me the post. I hated to leave; yet 
it was not easy to decline the new position.” 


Logical Choice 


Political observers in Washington weren’t 
surprised that President Truman chose 
Schoeneman, although Schoeneman is a career 
man. It’s been accepted in capital circles for 
some time that when the President now 
makes an appointment to a high post, it 
will be “safe” from the standpoint of Congress. 


Some observers recalled, too, that Schoene- 
man was a logical choice in view of the 
fact that he had met Truman even before the 
President was nominated for the Vice-Presi- 
dency at the Democratic convention in Chicago 
in: 1944, Senator Truman and Schoeneman 
became firm friends via the “reception” route 
in Washington; hence, Schoeneman was called 
into the White House almost as soon as 
Truman took office after the death of Franklin 
D. Roosevelt. 


“IT actually came to the White House on 
May 7—one day before V-E Day, which 
was May 8, 1945,” the new Commissioner 
recalls now. “That was an exciting time 
around here. So have most of the days since 
that time been invigorating, to say the least. 


“That’s one of the reasons why a fellow 
hates to leave.” 


When Schoeneman’s new appointment was 
announced, it was recalled also that he had 
helped “break in” Bob Hannegan as Com- 
missioner of Internal Revenue. The two 
friends had traveled over the country to- 
gether while Mr. Hannegan learned the ins 
and outs of the Bureau’s organization struc- 
ture before he left the post of Commissioner 
to become chairman of the Democratic 
National Committee. 


“No doubt, Bob Hannegan put in many 
a good word for George Schoeneman,” one 
observer said. ‘That was natural, since he 
knew Schoeneman and had every reason 
to believe that Schoeneman was not a man 
to go around fighting windmills, or upsetting 
apple carts.” 
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While the office of Commissioner of In- 
ternal Revenue is looked upon as “political,” 
in that the President can appoint his own 
man and generally chooses someone high 
in his own party, the truth is that George J. 
Schoeneman is about as nonpolitical an ap- 
pointment as Truman could have made. 
While no doubt pro-Administration in senti- 
ment, Schoeneman never has won his 
promotions in government through political 
‘connections and never has had any osten- 
sible party connections. He is noted for his 
nonpolitical outlook on tax questions in 
particular. 


No Bureau Revolution 


The President, even his most partisan 
critics agree, made a good appointment when 
he chose George Schoeneman. He could 
hardly have selected a man who knows more 
about the Bureau of Internal Revenue, its 
organization and the places filled by its 56,000 
employees. It’s conceded, too, that he won’t 
make any revolutionary changes in his new 
post. 


As a matter of fact, Schoeneman himself 
Says so. 


“I’m just going to hold the boat steady,” 
he says, turning to his childhood for an 
analogy. “The Bureau of Internal Revenue 
already is the most efficient part of the 
government and the most I can hope to do, 
in the coming months and years, is to intro- 
duce a refinement here or there to improve 
the service. 


“It has unparalleled employee morale and 
the kind of spirit that we need throughout 
the government. Any man would be foolish 
to believe he could think up changes that 


French Licensing System Reformed 


A law has been introduced into the French National Assembly, establishing a 
new scale of license fees. These will include: 1) a specific tax, fixed on the basis 
of the activity of the head of the business; 2) a tax for each employee; 3) a fee 
fixed in proportion to the value of the premises and installations used. Three 
groups will be subject to this type of taxation: 1) Semi-wholesale and retail 
businesses, certain wholesale businesses, houses that specialize in the sale of sup- 
plies to professional users, artisans; 2) banks, insurance companies, members of 
the liberal professions, commission agents, brokers, private research laboratories, 
department stores, luxury businesses, haute couture, etc. The productivity of 
these two classes depends upon the size of the city, town or village in which the 
business, profession or trade is carried on. The third group consists of businesses, 
trades or professions whose productivity is independent of the size of the place 
where they are exercised. This reform is the prelude to general tax reform in 


France. 








———_—]}—Q_S—__—___ 
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would work new wonders, in view of the 
Bureau’s long and successful record. 






“Then, too, it must be remembered that 
I was in the Bureau for twenty-five years 
and had a hand in most of its present policies, 
Naturally, I think they are good policies. 









“All of the employees of the Internal 
Revenue Service were most cooperative and 
friendly when I was there before coming 
to the White House. The most I can say 
is that I expect to have them with me in all 
my decisions and in my future work. 








“They always have come across... they'll 
come across for me.” 






Tax men anticipate few changes affecting 
the general taxpayer to result from Schoene- 
man’s succeeding Nunan. They know that 
both men have the same passion for seeing 
that Uncle Sam gets his just dues, and 
Mr. Schoeneman may be expected to exact 
the last dollar due the government under the 
tax laws. 
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As he steps into his new post, George 
Schoeneman does not expect to be a prophet 
or to bring about drastic reforms in spite 
of the fact that the “J” in his name stands 
for “Jeremiah.” 







“The Internal Revenue Bureau does not 





















operate,” he says with a hearty laugh, “under - 1 

the familiar slogan, ‘if you can’t fit it your- specif 

self, fix it so that no one else can!’” payer 

In all likelihood, if his past experience J of his 

with congressmen and other government big- | poses 

wigs is indicative, George Schoeneman can J missi 

fix it. His whole career proves it. mark 
[Note: The Senate, on June 13, approved 

the appointment of George J. Schoeneman Clas 
as Commissioner of Internal Revenue. 

Editor. ] WI 
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(| ECTION 22(d) of the Internal Revenue 
\J Code grants taxpayers an election to use 
the last-in-first-out method of inventory 
valuation. Under this method, the units 
on hand at the beginning of the year, 
although actually disposed of during the 
year, are considered to be on hand at the 
close of the year, if similar units are then 
on hand. 
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The election constitutes, in substance, the 





































a privilege of lifting all or a specified class or 
classes of inventory from the control of 
Section 22(c), relating to inventories, and 
°S Not F the regulations issued thereunder... Where 
under f tje LIFO method is adopted for only a 
your- § specified portion of the inventory, the tax- 
payer may continue to value the remainder 
rience § of his inventory, for federal income tax pur- 
it big- | poses, under any other recognized and per- 
n can | missible basis (such as cost, “cost or 
market,” “retail method,” etc.) ? 
rroved 
reman } Classification of Goods 
venue. 
While the statute provides that the LIFO 
End] ] method may be used “in inventorying goods 
specified” in the application containing the 
taxpayer’s election to adopt the method, the 
term “goods” is not defined in the statute 
or regulations. Prior to the issuance of 
. Treasury Decision 5407 on October 9, 1944, 
P permitting “special” raw material classifica- 
oe tions and computations in the application of 
e the LIFO method, it appears that the term 
il ‘Cf. I. T. 3456, 1941-1 CB 201. 
p- 2 Ibid. 
of 
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Inventorying Raw Materials 


By JEROME TANNENBAUM 









This is a companion article to “The LIFO Method” which ap- 
peared in the June, 1947 issue of TAxES—The Tax Magazine 


LIFO 


“goods” was deemed by the Bureau of In- 
ternal Revenue to mean raw materials (in 
the raw state), unfinished goods or finished 
goods. A distinction thus was drawn be- 
tween materials in the raw state as a class 
of “goods,” unfinished goods as a separate 
class of “goods,” and finished goods as an- 
other separate class of “goods.” 


Material in the raw state was deemed, 
therefore, to lose its character as “raw ma- 
terial” when it was processed into an unfin- 
ished or finished product, even though the 
product was processed entirely from one 
particular type of raw material. Likewise, 
it was considered that unfinished goods lost 
their identity as such when the processing 
was completed and they became finished 
goods. 


It followed that the relief intended by 
Section 22 (d) was not made applicable 
where raw material was in the opening in- 
ventory but none was in the closing inven- 
tory because the raw material in the opening 
inventory had been processed during the 
year and was classified as goods in process 
or as finished goods in the closing inven- 
tory. The Treasury Department, in pro- 
mulgating Treasury Decision 5407, liberally 
changed this treatment of classification. 


Special Election for Raw Material 


Regulations 111, as amended by this 
Treasury Decision, contains the rule permit- 
ting an election with respect to a class of 
taw materials which includes those in the 


raw state and those placed in process and 
those in finished products. For purposes 
of determining the scope of the classifica- 
tion, included therein are raw materials 
units which have been placed in process up 
to and including a stage in the manufac- 
turing or production process where a prod- 
uct is recognized generally as salable (such 
as the production of yarn in the textile in- 
dustry), even though the “salable product” 
subsequently may be processed by the tax- 
payer into another product or products.* 


The election also may be limited to any 
one class of raw material when two or more 
classes enter into the composition of the 
finished product. For example, an election 
may be made to inventory the raw material 
of cotton yarn under the LIFO formula, 
although rayon yarn also is used in the 
process of making the finished product. 


The granting of the election to apply the 
LIFO method solely to a “special” classifi- 
cation for raw materials (which includes 
those contained in goods in process and in 
finished goods) appears to be predicated on 
these principles: 


1. That raw material can be traced 
through the various processing stages and 
into the finished goods; 


2. That the goods in process or finished 
goods reflect the use of such raw materials 
as have changed in form or style, but not 
in type, character, quality or cost; 


3. That raw materials of a certain type, 
whether in the raw state, in goods in proc- 
ess, or in finished goods, can be inventoried 
as a class of raw materials without regard 
to the cost of processing them into an un- 
finished or finished product; and 

4. That the cost of raw materials in- 
cluded in goods can be segregated from the 
processing costs and from the allocated pro- 
portionate amount of overhead incurred in 
the manufacture of the goods in process or 
finished products. 


In other words, it is considered that the 
character of the raw material remains vir- 
ginal, although its form has been produc- 
tively impregnated. 


Special Computations 
for Raw Material Cases 


In applying the LIFO method under the 
special raw material rule, the regulations 
prescribe that a class of raw materials shall 
be expressed in appropriate units. Accord- 


‘3 Section 29.22 (d)-1 of Regulations 111, as 


amended. 
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The author, a former special attorney in 
the Legislation and Regulations Division, 
Penal Division, and “Section 722” branch 
of the Review Division, of the Chief Coun- 
sel’s Office of the Bureau of Internal Reve- 
nue, is a practicing tax attorney in New 

York City 


ingly, the factors should be broken down 
and segregated. The opening and closing 
inventories should disclose the number of 
raw material units on hand in the raw state 
and in the various stages of process (such 
as goods which are twenty-five per cent or 
fifty per cent processed) as well as those 
in the finished goods, together with their 
respective costs. 


The direct cost of producing the goods in 
process (in their then existing stages) and 
the finished goods, and the overhead allo- 
cated to such goods, also should be shown 
separately. It should be observed, in apply- 
ing this special rule, that the processing 
costs and overhead expenses (including any 
increase or decrease) incurred during the 
year are required by the regulations to be 
inventoried under the provisions of Sec- 
tion 22 (c) of the Internal Revenue Code. 


Where the aggregate of the raw material 
units (consisting of those in the raw state, 
in the various stages of goods or products 
in process, and in finished products) on 
hand at the close of the taxable year exceeds 
the aggregate of the raw materials units in 
the opening inventory, the excess of the units 
in the closing inventory may be treated, to 
the extent of the excess, as falling (a) first, 
in finished goods; (b) next, in unfinished 
goods; and (c) last, as material in the raw 
state. 
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Raw Material 
15 (units) @ $1 = $15 


Raw Material in Goods in Process 


15 (units) @ $1 = $15 
6 (units) @ $2 = $12 


Raw Material in Finished Goods 
0 (units) @ $1 = $0 


Example 


Assume the opening inventory had ten 
units of raw material in the raw state; 
ten units of raw material contained in unfin- 
ished goods; and ten units of raw material 
contained in finished goods. Each unit of 
unfinished goods and of finished goods in- 
cluded one unit of raw material. Also 
assume that each unit of raw material had 10 (units) @ $2 = $20 
an opening inventory cost (computed with- : ‘ 
out regard to processing costs) of $1. The excess also may be inventoried by an 

Assume further that during the year 2V€Tage cost unit valuation, or by any other 
thirty units of raw material were purchased method which clearly reflects income. 
at the same time at a cost of $2 per unit; r 
that in the closing inventory fifteen units Conclusion 
of raw material were in the raw state, twen- 
ty-one units in unfinished goods, and ten 
units in finished goods. Thus, there were 
forty-six units of raw material in the clos- 
ing inventory, or an excess of sixteen units 
over the opening inventory (of thirty units). 













The effect of using the special raw mate- 
rial LIFO method is plain. It freezes the 
cost of raw material in the first opening 
inventory, and ignores gains realized in a 
rising or high market to the extent that such 
gains are reinvested in raw materials ac- 
The adjusted closing inventory for the quired in the rising or high market. On the 


ney in 
vision, 
ranch 
Coun- 

















































Reve- J -2w material units (under the special LIFO _ other hand, losses sustained in a low or de- 
| New§ rule) would be, without inventorying the clining “raw material” market are, in effect, 
processing costs, as follows: decreased or disregarded. [The End] 
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ao Supreme Court Adjourns 
The United States Supreme Court adjourned the present term on June 
sods in 23. Two federal income tax cases, granted certiorari on June 2, are being 
s) and held over for the next term. They are: Jones v. Liberty Glass Company 
d allo- [47-1 ustc J 9133] and Kavanagh v. Noble [47-1 ustc { 9179]. 
shown In the Liberty Glass case, the Tenth District Circuit Court of 
apply- Appeals held that a claim for refund of income and excess profits taxes for 
cessing 1938, based on money paid in liquidation of a deficiency assessment errone- 
Ing any ously and illegally made, is governed by Code Section 3313 which allows four 
ing the years from the time of payment of the tax for filing the claim, rather than 
3 to be Code Section 322 under which the time limit for filing the claim is two years 
of Sec- after payment of the tax but which applies only to overpayments arising out 
> Code. of an error or mistake in the preparation of the return. 
naterial In the Noble case, the Sixth District Circuit Court of Appeals 
w state, held that taxes paid by reason of the Commissioner’s denial of the right of a 
roducts husband to deduct his wife’s capital losses from his capital gains in their 
cts) on 1935 joint return are taxes “erroneously or illegally assessed or collected” 
CRE eeds and claims for refund are governed by the provisions of Code Section 3313 
units in which allow four years after payment of the tax for filing the claims rather 
a re than the two-year period under Code Section 322. 
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Income Tax Status of Gifts 
of Family Corporation Stock 


By ALBERT MANNHEIMER 


pRioe TO 1946, many family partner- 
ships were formed for the purpose of 
enabling the head of the family to stay out 
of the higher surtax brackets. In the 
typical case, the husband directly or indi- 
rectly made a gift of an interest in his unin- 
corporated business to his wife, and entered 
into a partnership agreement with her. 
Thereafter she reported a percentage of the 
income earned by the family partnership 
as hers. The family partnership became an 
acute income tax problem. Finally, it 
reached the Supreme Court, which, in Feb- 
ruary, 1946, in Commissioner v. Tower,’ held 
that a family partnership must be consid- 
ered a nullity for income tax purposes un- 
less the wife either renders vital services 
for the business, assists substantially in its 
management or contributes capital originat- 
ing with herself. 


Naturally, a Supreme Court decision 
which denied income tax recognition to a 
gift of an interest in an unincorporated 
family business, invited speculation as to 
whether the income tax status of a gift of 
shares in a family corporation would be 
affected. Shortly after the Tower decision, 
that point was touched on in Byerly v. Com- 
missioner. The Byerly case involved a con- 


1 [46-1 ustc § 9189] 327 U. S. 280 (1946). 

2 [46-1 ustc 9240] 154 F. (2d) 879 at 880 
(CCA-6, 1946). Moreover, there have been two 
recent articles and a Circuit Court of Appeals 
decision dealing with the point. Alexandre, 
“The Corporate Counterpart of the Family 
Partnership,’’ 2 Tax Law Review, p. 493 (April- 
May, 1947); Johnson, ‘‘Taxing Dividends of 
Family Corporations—a Dissent,’’ 2 Tax Law 
Review, p. 566 (April-May, 1947); Sherf v. Com- 
missioner, 1947 CCH Fed. Tax Reports, { 9260 
(CCA-5). (Alexandre, a government attorney, 
at p. 501 of his article, hails the Byerly case as 
‘ta ray of sunshine in an otherwise cloudy sky’’). 


ventional trust created by a husband in favor 
of his family. The corpus consisted of 
shares in the husband’s corporation. In 
holding that the income earned by the trust 
should be regarded as the husband’s for tax 
purposes, the court, by way of dictum, 
wrote: 


“The majority of the court is of opinion 
(sic) that in a family trust, just as in a hus- 
band and wife partnership as declared in 
Commissioner v. Tower: ‘By the 
simple expedient of drawing up papers, sin- 
gle tax earnings cannot be divided into two 
tax units and surtaxes cannot be thus 
avoided.’ 


“ec 


ozs There was ample evidence to 
justify the conclusion by the Tax Court that 
the trust document was drawn for the 
avoidance of surtaxes; and thus, this case 
falls within, the controlling principle of the 
Tower case.” 


The question first considered in this arti- 
cle is whether this quotation is sound—in 
other words, whether a gift consisting of 
shares of a family corporation made by a 
husband to his wife for the purpose of sav- 
ing income taxes, stands in the same position 
for income tax purposes as a gift of an in- 
terest in an unincorporated business. 


The answer—given in advance for the 
sake of clarity—is that in the absence of 
special circumstances the dividends on stock 
of a family corporation given by the husband 
to the wife, regardless of whether the stock 
has been given outright or in trust, have 
always been regarded, it is believed, and 
will continue to be regarded as her income 
and taxed accordingly. The authorities dis- 
cussed below so hold. 


The author is an attorney with the firm of Nathan, 
Mannheimer, Asche and Winer, of New York City 
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Conflicting Principles 


To grasp the income tax difference be- 
tween a gift of an interest in an unincor- 
porated family business and a gift of shares 
of a family corporation, it is necessary to 
examine why the family partnership posed 
a tax problem and how the Tower decision 
disposed of it. The tax problem that had 
been presented by the usual family partner- 
ship before it was settled by the Tower 
decision, was the reconciliation of two con- 
flicting principles, or the determination 
of which should control.2 One of the prin- 
ciples, herein called the “gift principle,” is 
that a taxpayer is free to make a gift of 
income-producing property to anybody, in- 
cluding his wife; the gift, once having been 
made, the income earned thereon is taxable 
to her. The other principle, herein called 
the “personal service principle,” is that all 
income representing compensation to a tax- 
payer for personal services he renders is 
taxable to him and to him alone—that no 
tax recognition will be accorded to any at- 
tempt on his part to make a gift or assign- 
ment of personal service income. These two 
principles came into conflict in the case of 
a gift of an interest in an unincorporated 
business under the management of the 
donor, as such an interest usually is a hybrid 
or combination type of property, yielding 
income not only because of the capital in- 
volved, but also because of the personal 
services rendered by the donor in putting 
that capital to work.t In other words, it 
differs not only from pure personal service 
income such as salaries, but also from the 
more usual type of income-producing prop- 
erty such as government bonds or shares 
of, say, United States Steel.* 


In support of the family partnership, it 
was argued that there was no justification 
for excepting a gift (direct or indirect) of 
an interest in an unincorporated business 
from the operation of the gift principle. On 
the other hand, the government argued that 
a family partnership resulting from a gift 
to the wife constituted an evasion of the 
personal service principle. 


2 Camiel Thorrez [CCH Dec. 14,560], 5 TC 
60 (1945) (especially Mellott’s opinion), aff'd 
[46-1 ustc 9281] 155 F. (2d) 791 (CCA-6, 1946); 
D. H. McEachern [CCH Dec. 14,538], 5 TC 23 
(1945). Johnson, supra, footnote 2. — 

4 Burnet v. Leininger [3 ustc { 909], 285 U. S. 
136, 141 (1932); cf. John E. Goerlich [CCH Dec. 
15,583(M)]. 


5 See Camiel Thorrez, supra. 


Gifts of Family Corporation Stock 


Compromising Decisions 


Before the Tower decision, a number of 
cases resolved the conflict between the two 
principles by a compromise. They held that 
a family partnership arising from a gift to 
the wife should be sustained if capital was 
a substantial income-producing factor in the 
partnership business, but that the family 
partnership should not be recognized if the 
business was essentially a personal service 
business.* In those cases where capital was 
held to be a substantial income-producing 
factor and the family partnership was sus- 
tained, all of the income earned on the share 
of the business given to the wife was re- 
garded as hers for income tax purposes, even 
though a good part of even that income 
obviously was attributable to the husband’s 
personal skill and efforts. In this way the 
husband succeeded in by-passing the per- 
sonal service principle.’ 


Allocation of Income 


In one case* which preceded the Tower 
decision and in which the wife had actually 
contributed capital originating with herself, 
effect was given simultaneously to both the 
gift and personal service principles. This 
was accomplished by splitting the income 
received by the wife from the family busi- 
ness. Part of this income was allocated to 
the husband’s personal efforts and consid- 
ered his for tax purposes. The remaining 
part was regarded as a return on the wife’s 
capital contribution and considered hers for 
tax purposes.’ 


This procedure of allocating the income 
received by the wife from the family part- 
nership could have been used in cases 
where the wife’s partnership interest re- 


¢M. M. Argo [CCH Dec. 14,035], 3 TC 1120, 
1132 (1944), aff’d [45-2 ustrc ] 9342] 150 F. (2d) 
67 (CCA-5, 1945), cert. den. 66 S. Ct. 144; 
Polisher, ‘‘Family Partnerships Under Federal 
Income Taxation,’’ TAXES—The Tax Magazine, 
September, 1945, pp. 815, 816; cf. Willam H. 
Gross [CCH Dec. 15,386], 7 TC 837, 846 (1946). 


™ Camiel Thorrez, supra. 


8’ Max German [CCH Dec. 13,378], 2 TC 474 
(1943). 


® Even after the Tower cases, under similar 
circumstances, income was allocated in Claire 
L. Canfield [CCH Dec. 15,225], 7 TC 135 (1946), 
reconsidered [CCH Dec. 15,414], 7 TC 944 
(1946); W. B. Woosley [CCH Dec. 15,514(M)], 
5 TCM 1038 (1946); cf. Hogle v. Commissioner 
[42-2 ustc { 9811], 132 F. (2d) 66, 70 (CCA-10, 
1942), involving allocation in an inter-vivos 
trust for which donor rendered unusual per- 
sonal service; Hugh B. Tinling [CCH Dec. 
15,525], 7 TC 1393 (1946). As to whether allo- 
cation is ‘‘wrong,’’ see footnote 15, infra. 
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sulted from a gift just as readily as in cases 
where she contributed capital of her own.” 
However, allocation was seldom used—pos- 
sibly because the taxpayers felt that the 
taxes they could save by seeking allocation 
would not amount to much, possibly because 
the Commissioner felt that the entire family 
partnership income should be taxable to 
the husband. Perhaps, it was seldom used 
because in one case in which the Commis- 
sioner requested allocation, the court held 
that by so doing he had conceded the family 
partnership to be bona fide, and had thereby 
estopped himself from questioning the divi- 
sion of profits fixed by the partnership 
agreement.” Be that as it may, in the two 
family partnership cases first to reach the 
Supreme Court—the Tower case and the 
related Lusthaus case “—allocation was not 
suggested by either side. As noted above, 
the Court took the position that where the 
family partnership resulted from a gift made 
by the husband to the wife, the entire part- 
nership income was taxable to the husband. 
The majority opinion in the Tower case at- 
tacks the family partnerishp problem in 
terms of whether or not the partnership is 
“real.” It is submitted that the “reality” 
of the partnership is not itself the real issue. 
The fundamental issue, as the Court itself 
recognized, is, “Who earned the income?” 
This is illustrated by two types of cases, 
namely, those in which the existence of a 
“real” partnership is admitted by the gov- 
ernment and those in which the taxpayers 
do not claim that there is any partnership 
at all. In both types the earnings principle 
governs exclusively. 





1” See Camiel Thorrez, supra. 


1 William J. Hirsch [CCH Dec. 14,309(M)], 
TCM 4 (1945); cf. M. M. Argo, supra. 


12 [46-1 ustc f 9190] 327 U. S. 293. 


18 See cases cited in footnote 9. In a gift tax 
case, William H. Gross, supra, a strange twist 
was given to a situation of this type. A father 
entered into an admittedly ‘‘real’’ partnership 
with his daughter and son-in-law. The father 
contributed, among other things, a valuable 
trade name and a formula. It was held that 
the disparity between the value of the trade 
name and formula and the value of the services 
rendered by the daughter and son-in-law, was 
so large that the transaction resulted in a tax- 
able gift, on which the father was obliged to 
pay a gift tax. 

4 Robert E. Werner [CCH Dec. 15,199], 7 TC 
39 (1946); Albert Nelson [CCH Dec. 15,084], 6 
TC 764 (1946); Wade Allen [CCH Dec. 15,125], 
6 TC 899 (1946); W. G. Blaisdell [CCH Dec. 
15,523(M)], 5 TCM 1076 (1946): Estate of Ira 
L. Berk [CCH Dec. 15,408], 7 TC 928, 942 (1946). 
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‘Real’ Partnership 


Assume first a “real” partnership—one to 
which the wife actually contributes capital, 
to the extent of ten per cent, which originated 
with herself. But she receives fifty per cent of 
the partnership income. The partnership 
is “real,” but not to the extent of fifty per 
cent. In this type of case the partnership 
agreement is cast aside and the income allo- 
cated—on the authority of the Tower case 
itself.* Consider now, situations devoid of 
any claim that a family partnership exists, 
such as the case of a husband who owns 
part of an unincorporated business and gives 
his part to his wife—or the case of a hus- 
band who gives an entire unincorporated 
business to his wife. In such cases where 
the income of the business remains attrib- 
utable to the husband’s personal services, 
no attention is paid to the gift and the 
income is taxable to the husband just as if 
the gift had not been made—this again be- 
ing done in the name of the Tower case." 


Application 
of Personal Service Principle 


In short, the Tower case establishes no 
new doctrine. It merely extends the appli- 
cation of the personal service principle * to 
all situations and all forms of business— 
corporations as well as partnerships. But 
there is a fundamental difference between 
family partnerships and family corporations 
so far as the earnings principle is concerned. 
This difference arises from the fact that 


% This view explains Durwood v. Commis- 
sioner [47-1 ustc { 9156] (CCA-8, 1947). In that 
case a family partnership which failed to meet 
the requirements of the Tower case was never- 
theless sustained because the partnership in- 
come paid to the wife did not come out of her 
husband’s share but out of the shares of other 
partners. It likewise explains the Canfield case, 
supra, in which the terms of a family partner- 
ship agreement were cast aside and the partner- 
ship income allocated, despite the fact that the 
wife had contributed capital originating with 
herself. An article based on the premise that 
the Tower case lays down a special insulated 
rule applicable to family partnerships, pro- 
nounces the Crane case ‘‘clearly wrong.”’ Jones, 
“Family Partnerships—Their Creation and Va- 
lidity,”” TAXES—The Tax Magazine, March, 
1947, at p. 257. It is believed that this premise 
is incorrect—that ‘‘the right to disregard the 
entire business unit carries with it... the 
right to disregard only a portion.’’ Stream, 
‘Allocation of Earnings in Family Partner- 
ships,’’ New York Law Journal March 12, 1947, 
p. 972. 
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the corporation is a separate entity and pays 
a separate corporate tax.” 


If the Supreme Court had decided the 
family partnership issue in favor of the tax- 
payer, the feature of the device that would 
have encroached on the personal service 
principle would have been that the hus- 
band would have escaped reporting all the 
partnership income attributable to his per- 
sonal efforts. Part of that income would 
have reached his wife in the guise of her 
share of the partnership net profits. This 
would have happened even in those part- 
nership cases where the husband took a so- 
called salary for runnnig the partnership 
business—because his salary normally would 
not have reflected the true value of his 
services. 


However, in the case of the usual family 
corporation run by the husband, depressing 
the husband’s salary would work out dif- 
ferently. It would increase the corporate 
income and, therefore, the corporate tax. 
The intervening corporate tax would nor- 
mally more than offset any family tax saving 
that might otherwise result from under 
compensating the husband for his personal 
services. This accounts for the fact that 
generally family corporations do not have to 
be watched for violations of the personal 
service principle. The husband running a 
family corporation almost invariably draws 
an adequate salary. There seems to be no 
recorded case in which the government has 
claimed that the salary of a corporate execu- 
tive was too small, but there have been thou- 
sands in which the government has attacked 
such salaries as excessive. So far as com- 
pensation in the form of direct salary for 
the husband’s personal efforts in running the 
business is concerned, there is no real an- 
alogy between family corporations and fam- 
ily partnerships. 


Income from Use of Capital 


As to income derived from the use of 
capital or from a combination of capital and 


% Johnson, supra, footnote 2. In the Sherf 
case decided by the Circuit Court of Appeals, 
Fifth Circuit, on May 16, 1947 (supra, footnote 
2), the taxpayer argued that a gift of a part- 
nership interest to a child was the same for 
tax purposes as a gift of stock in a corporation 
conducted by the father. The court said: ‘‘We 
think this is an over simplification, indeed a 
distortion, of the situation the facts present. 
It disregards the fundamental differences in fact 
and in law between partnerships and corpora- 
tions, and the fundamental distinctions the in- 
come tax law makes as to income earned by 
and through them. As to corporations, the 
Statute taxing them recognize (sic) them as 
entities and tax (sic) them as such.”’ 


Gifts of Family Corporation Stock 


personal service, another facet of the same 
difference between family partnerships and 
family corporations merits comment. In the 
case of the family corporation such income, 
or such part of it as is not paid out as salary, 
belongs to the corporation and is taxed to 
the corporation—no matter how many shares 
of stock the husband sees fit to give to his 
wife. It is true that when ultimately cor- 
porate surplus is distributed to stockhold- 
ers as dividends, the wife’s ownership of 
stock results in the taxation of dividends 
to her, presumably in low brackets; but be- 
fore this can happen one tax—the corpora- 
tion tax—already will have been paid. It 
is believed that this should not be—cer- 
tainly thus far it has not been—brushed 
aside as a mere difference in degree. Un- 
less there is a complete turnabout in the 
attitude of the courts, the existence of a 
family corporation regularly engaged in 
business will not be disregarded for income 
tax purposes even though the lion’s share 
of the profits stems from the husband’s 
personal skill and effort.” 


Refutation of Byerly Decision 


’ The view implied in the quotation from 
the Byerly case, set forth at the outset, to 
the effect that a family trust resulting from a 
gift of stock in a family corporation is entitled 
to no greater recognition for income tax pur- 
poses than is a gift of an interest in an unincor- 
porated business, is, it is submitted, erroneous. 
In two Circuit Court of Appeals cases, both of 
which were decided after the Tower case 
and involved trusts consisting of donated 
stock of family corporations, the right of a 
husband to make such a trust for the avowed 
purpose of saving taxes was expressly 
confirmed. 

In United States v. Morss,™ the court said: 


so it is evident that Congress has 
chosen not to make the family the taxable 
unit; that it has chosen to permit a taxpayer 
to minimize his surtaxes by making gifts of 
income-producing property to others, in- 
cluding members of his family; that such 
gifts need not be outright but, with stated 
qualifications, may take the form of a trans- 
fer in trust for the benefit of a member of 
the family circle, with ‘the grantor acting as 


>” 


trustee. 


11 Commissioner v. Montgomery [44-2 ustc 
§ 9414], 144 F. (2d) 313 (CCA-5, 1944), affirming 
[CCH Dec. 13,134], 1 TC 1000; Ward Wheelock 
[CCH Dec. 15,216], 7 TC 98 (1946); cf. Fontaine 
Fox [CCH Dec. 9942], 37 BTA 271 (1938), 
I. R. C. Section 502(e); Joseph Cohen [CCH 
Dec. 13,427(M)], 2 TCM 602 (1943). 

18 [47-1 ustc § 9125] (CCA-1, 1947). 
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In Sinopoulo v. Jones,* the court, citing 
the Tower case for the opposite of what was 
said about family trusts in the Byerly case, 
wrote: 


“The general principles by which family 
relations, such as family trusts or family 
partnerships, are to be governed for federal 
income tax purposes have been quite clearly 
charted by the Supreme Court in a series 
of cases beginning with Helvering v. Clifford, 
309 U. S. 331, 60 S. Ct. 554, 84 L. Ed. 788, 
and continuing to Commissioner of Internal 
Revenue v. Tower, 148 F. 2d 388. The right 
of a father to transfer a part of his prop- 
erty to a trust for the benefit of a member 
of his family and thereby relieve himself 
from income tax liability for the income 
thereof is recognized in all the decisions. 
That he makes himself the trustee of 
such trust, with absolute power of man- 
agement, is not alone sufficient to charge 
him with the income of the trust for income 
tax purposes. We have adhered to this rule 
without exception.” 


These are only two of many cases which 
show that in the absence of special circum- 
stances, a husband is permitted to reduce 
his taxes by giving stock of his family cor- 
poration to his wife—the Byerly case to 
the contrary notwithstanding. 


Genuine Gift 


Of course, the gift of the stock must be 
a genuine gift—not just a tax-saving device 
which leaves the husband the true owner. 
In a recent case ” two husbands who owned 
all the stock of a corporation created a spe- 
cial class of stock which they gave to their 
wives. The donated stock was entitled to 
an impressive share of the dividends. How- 
ever, the wives could not transfer their stock 
without first offering it to their husbands 
at $1 a share; and in the event of a 
dissolution, their shares were entitled to 
receive no more than one dollar a share. 
Measured by dividend yield and other stand- 
ards, the true value of the stock was inesti- 
mably more than one dollar a share. Quite 
properly, it was held that all dividends, 
including the dividend declared on the wives’ 
shares, were taxable to the husbands. 


Advantage of Outright Gift 


As to the proposition that a gift must 
be bona fide in order to gain recognition 





® [46-1 ustc { 9220] 154 F. (2d) 648, at p. 651 
(1946). 

» Carlton B. Overton [CCH Dec, 15,002], 6 TC 
304 (1946). 
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for income tax purposes, there is no differ- 
ence in theory between an outright gift and 
a gift made by creating a trust. In prac- 
tice, however, outright gifts seldom present 
any difficulty, while the opposite is true of 
trusts. Suppose a husband enjoying a large 
taxable income makes a gift by way of trust, 
naming himself sole trustee and reserving to 
himself broad managerial powers. Assume, 
also, that he reserves the right to recover 
the corpus when the trust ends. While the 
trust lasts, the income is to go to X, who 
could be his wife or even a retired servant. 
The trust could be limited to two months 
or stretched over two lives. This suggests 
the endless complexities that actually arise 
from trusts—complexities that the Supreme 
Court examined in 1940 in one of our most 
controversial tax cases—the Clifford case™ 


The relationship of the Clifford case to a 
gift of shares in a family corporation, is the 
next question to be considered. It is well 
to pause here to compare the Clifford and 
Tower cases. The Tower case guards the 
personal service principle. The Clifford case 
—dealing with the question of when a gift 
made by creating a trust is real—guards the 
gift principle. As noted above, there will 
be little occasion to invoke the personal 
service principle to upset a gift of shares 
in a family corporation. On the other hand, 
gift made by creating a trust, regardless of 
the nature of the corpus or the relationship 
of the beneficiaries to the donor, must pass 
muster with the doctrine of the Clifford case. 


In the Clifford case the taxpayer created 
an irrevocable trust naming his wife as 
beneficiary and himself as trustee. He re- 
tained sweeping powers over the principal, 
which he was to hold in trust for only 
five years, and which was to revert to him 
at the end of that time. According to the 
taxing statute, the wife was the person 
obliged to report the trust income. The 
Court proceeded to cast aside both the stat- 
ute and the trust. It observed that the donor 
was essentially no poorer after setting up 
the trust than before, and that the trust did 
nothing but temporarily reallocate the trust 
income within the intimate family group. 
It held that legal niceties as to title made no 
difference for income tax purposes; that the 
donor really remained the owner of the 
corpus; and that the income, therefore, was 
taxable to him. 


































































The circumstances stressed by the Court 
were the shortness of the duration of the 
trust, the fact that the wife was the bene- 





21 Helvering v. Clifford [40-1 ustc { 9265], 309 
U. S. 331 (1940). 
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ficiary, and the broad powers the donor 
retained as trustee. But the Court wrote 
“that no one factor is normally decisive’. 
and that “all considerations and circum- 
stances of the kind we have mentioned are 


relevant to the question of ownership.” ° 


From this comment followed holdings that 
there were no fixed standards for applying 
the Clifford doctrine and that each case 
should be judged separately by the particular 
combination of facts it presented,” a large 
body of case law which is pervaded by 
almost unparalleled uncertainty and confusion. 


Clifford Regulation 


On December 29, 1945, in an effort to 
clear up what it euphemistically referred to 
as “considerable uncertainty and confusion” 
in connection with the Clifford case, the 
Treasury Department promulgated a regu- 
lation.* Listing a number of “Clifford” 
factors, the regulation prescribes that if any 
one of these factors is present, the donor 
will be regarded as the owner of the corpus; 
otherwise, the trust will be recognized for 
income tax purposes. In this respect the 
regulation collides head on with the state- 
ment in the Clifford decision “that no one 
fact is normally decisive.” This is only one 
of many matters in which the regulation 
and the case law are in conflict.* Develop- 
ments were quick to follow. The Tax Court 
refused to abide by the regulation.* The 
regulation was criticized as increasing rather 
than diminishing the “uncertainty and con- 


22 Miller v. Commissioner [45-1 ustc { 9172], 
147 F. (2d) 189, 193, (CCA-6, 1945); Nate S. 
Shapero [CCH Dec. 15,556], 8 TC 104 (1947). 


23 Sections 29.22(a)-21 and 29.22(a)-22 added 
to Section 29.22(a) of Regulations 111 by T. D. 
5488. 

*% Pavenstedt, ‘‘The Distortion of the Clifford 
Rule,’”’ 2 Tax Law Review 7; Smith, ‘‘How New 
Regulations Affect the Clifford Case,’’ TAXES— 
The Tax Magazine, July, 1946, p. 629 et seq.; 
Polisher, ‘‘The New Trust Regulations Under 
the Clifford Doctrine,’’ Ibid., April, 1946, p. 354 
et seq. See, in this connection, Eisenstein, ‘‘The 
Clifford Regulations,’”’ 2 Tax Law Review, 
p. 331: “A regulation which depended on all 
the facts and circumstances surrounding a par- 
ticular trust would be unadulterated nonsense. 
It would say nothing and do nothing while 
taxation by litigation continued merrily from 
case to case.’’ 


2% A case was remanded to the Tax Court in 
order to give it an opportunity to apply the 
new regulation. This would have involved re- 
versing a prior decision. The Tax Court, ob- 
serving that the regulation was in conflict with 
the case law, adhered to its former opinion. 
Estate of Louis Stockstrom [CCH Dec. 15,244], 
7 TC 251 (1946). Later, in denying a petition 
for a rehearing, the court hinted that it might 
apply the regulation to new cases. 


Gifts of Family Corporation Stock 


fusion.” * On December 26, 1946, the Com- 
missioner announced his intention to amend 
the regulation to make it more flexible; ™ 
and on January 28, 1947, he gave notice of 
certain proposed amendments.” 


There can be little doubt that in the course 
of time the regulation, as finally amended, 
will be recognized and enforced by the 
courts.” Therefore, it is highly significant 
that the original regulation contains nothing 
which suggests that a trust consisting of 
shares of a family corporation is to be 
treated any differently from one consisting 
of any other securities.” This feature of 
the original regulation is particularly strik- 
ing, since the draftsman took pains to state 
that the regulation did not affect the tax 
status of family partnerships.” The pro- 
posed amendments, published on January 
28, 1947, prescribe two special situations in 
which a trust consisting of stock of a family 
corporation may be dealt with more harshly 
than other trusts. However, these two situ- 
ations are not likely to arise often, and so 
far as future trusts are concerned, easily 
can be avoided.” 


Effect of Retained Powers 


Turning now to the general Clifford case 
law, we should note that although “no one 
factor is normally decisive,” “ the trust in- 
come usually is taxed to the donor when 


2s Pavenstedt, op. cit., p. 9 et seq. 

2 P. S. S— 187 [474 CCH Standard Federal 
Tax Reporter { 6064]. 

23 Federal Register, January 28, 1947. 

2 Polisher, ‘‘The New Trust Regulations Un- 
der the Clifford Doctrine,’’ op. cit., p. 359 et 
seq. 

3° Gutterman, ‘“‘The New Clifford Regula- 
tions,’’ 1 Tax Law Review 379, at p. 385; Eisen- 
stein, ‘‘The Clifford Regulations,’ 2 Tax Law 
Review 327, at pp. 372-373. 

31 Regulations 111, Section 29.22(a)-21(f); 
Eisenstein, op. cit., p. 373, footnote 242. 

32 According to the original December 29, 
1945 regulation, a trust will be recognized even 
if the trustee is given power to apportion in- 
come among various. beneficiaries, provided 
that power is limited by some reasonably defi- 
nite external standard. According to one of the 
two proposed amendments mentioned above, a 
trust will not be recognized if a trustee is given 
such a power and if the trustee is ‘‘an employee 
of the grantor or is an employee of a corpora- 
tion in which the grantor is an executive or 
the stockholdings of the grantor and the trust 
are significant from the viewpoint of voting 
control.’’ The effect of the other amendment 
is to discriminate against a donor who has not 
appointed himself trustee, but has nevertheless 
retained the power to vote trusteed stock which 
is closely held when the holdings of the trust, 
either by themselves or in conjunction with the 
holdings of the grantor, are of significance from 
the viewpoint of voting control. 

8 Clifford, supra. 
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he has retained any power to determine or 
control beneficial enjoyment of income.” 
The retention of a power of this type is of 
special interest here because it has proved 
to be the turning point in most of the 
Clifford cases involving family corporations 
which have been decided in favor of the 
government. Thus, the government has pre- 
vailed in cases where the donor retained 
such powers as the power to invade the 
principal for one or more beneficiaries,” or 
to extend the term of the trust and thus 
cause the corpus to go to a remainderman 
instead of to a current income beneficiary,” 
or to fix the relative proportions in which 
trust funds are to be distributed among the 
beneficiaries,” or to alter or add trust pro- 
visions governing the disposition of income 
or principal.* 


From a consideration of only those 
Clifford cases which involve trusts consisting 
of shares of family corporations, it is .pos- 
sible to extract a generalization to which 
nearly all of the decisions conform. Except 
as qualified below, it appears from the case 
law that long-term family trusts which 
would otherwise be recognized for income 
tax purposes, will be so recognized even 
under the following circumstances: when 
the corpus is composed exclusively of stock 
of a family corporation and despite the fact 
that the income is used to buy more stock 
of the corporation;® when the donor is 
entitled to draw a large salary from the 
corporation; “ when the donor reserves the 
right to vote the stock; ** when the donor 





% But see Hawkins v. Commissioner [46-1 ustc 
7 9110], 152 F. (2d) 221 (CCA-5, 1945), and a 
recent case involving a family corporation trust, 
Hemphill [CCH Dec. 15,580], 8 TC 257 (1947). 

% Edison v. Commissioner [45-1 ustc { 9274], 
148 F. (2d) 810 (CCA-8, 1945); M. Friedman 
{CCH Dec. 15,201], 7 TC 54 (1946); Lillian R. 
Chertoff [CCH Dec. 14,993], 6 TC 266 (1946); 
Anna Morgan [CCH Dec. 14,847], 5 TC 1089 
(1945); Lorenz Iversen [CCH Dec. 13,909], 3 TC 
756 (1944). 

% Sinopoulo v. Jones, supra; Miller v. Com- 
missioner, supra. 

™% Stockstrom v. Commissioner [45-1 
9243], 148 F. (2d) 491 (CCA-8, 1945). 

38 Funsten v. Commissioner [45-1 ustc { 9273], 
148 F. (2d) 805 (CCA-8, 1945); Williamson v. 
ComMissioner [43-1 ustc { 9205], 132 F. (2d) 
489, (CCA-7, 1943); Stanley J. Klein [CCH Dec. 
14.506], 4 TC 1195, (1945); Charles F. Roeser 
[CCH Dec. 13,324], 2 TC 298 (1943). 

9° J. M. Leonard [CCH Dec. 14,516], 
1271 (1945). 

4#© Commissioner v. Katz [43-2 ustc { 9640], 139 
F. (2d) 107, (CCA-7, 1943); David B. Cassat 
[CCH Dec. 14,075(M)], 3 TCM ‘786; Modie 
Spiegel [CCH Dec. 14,355(M)], 4 TCM 74; J. M. 
Leonard, supra; Ward Wheelock, supra; cf. 
Anna Morgan, supra; Lillian R, Chertoff, supra; 
cf. Friedman, supra. 
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reserves broad powers of management; ® 
when the donor names himself the sole 
trustee“ or co-trustee;** when the donor 
reserves the right to change or add trustees 
or to fill vacancies,“ or the right to alter 
the administrative provisions of the trust.“ 


The foregoing generalization is subject to 
several qualifications. A few cases, some 
perhaps distinguishable, seem to indicate 
that actual control over the business of the 
corporation may, in and of itself, be a de- 
cisive factor against the taxpayer.“ There 
is an imposing number of cases which sug- 
gest, by way of dicta, that the dependence 
of the donor’s control over the family cor- 
poration on his right to vote the particular 
shares belonging to the trust, may be a de- 
cisive factor.* 


Conclusions 
These conclusions follow from the fore- 


going: (1) An outright bona fide gift of 
stock of the family corporation from the 





41 Kohnstamm v. Pedrick [46-1 ustc 9122], 
153 F. (2d) 506 (CCA-2, 1945); David B. Cassat, 
supra; Ward Wheelock, supra; Arthur L. 
Blakeslee [CCH Dec. 15,475], 7 TC 1171 (1946). 

“ Kohnstamm v. Pedrick, supra; Cushman v. 
Commissioner [46-1 ustc [9141], 153 F. (2d) 
510 (CCA-2, 1946); Arthur L. Blakeslee, supra; 
Herbert Cherry [CCH Dec. 14,055], 3 TC 1171 
(1944); John Stuart [CCH Dec. 13,616], 2 TC 
1103 (1943). See also cases cited under footnote 
43. 

*% Commissioner v. Katz, supra; U. 8. v. 
Morss, supra; Hemphill, supra; J. M. Leonard, 
supra; Modie Spiegel, supra; Harry Dent [CCH 
Dec. 14,197(M)], 3 TCM 1111 (1944); J. O. 
Whitely [CCH Dec. 14,105], 3 TC 1265 (1944); 
Thomas Ward Cullen [CCH Dec. 14,039(M)], 3 
TCM 686 (1944); David Small [CCH Dec. 14,041], 
3 TC 1142 (1944); Lura Morgan [CCH Dec. 
13,398], 2 TC 510 (1943); Lewis W. Welch [CCH 
Dec. 15,810]. 8 TC —, No. 131 (1947). 

#4 Cushman v. Commissioner, supra; Aben E. 
Johnson [CCH Dec. 15,098(M)], 5 TCM — 
(1946) ; Alice Ogden Smith [CCH Dec. 14,319], 
4 TC 573 (1945); Ben Weisman [CCH Dec. 
14,050(M)], 3 TCM 723; John Stuart, supra. 

* Kohnstamm v. Pedrick, supra; J. M. Leon- 
ard, supra; Aben E. Johnson, supra; Arthur 
L. Blakeslee, supra. 

«“ Kohnstamm v. Pedrick, supra. 

47 Byerly v. Commissioner, supra; Edison v. 
Commissioner, supra; Frank G. Hoover [CCH 
Dec. 11,316], 42 BTA 786 (1940) (really a short- 
term trust); Verne Marshall [CCH Dec. 12,928], 
1 TC 442 (1943) (possibly explained in Lewis 
A. Cushman, Jr. [CCH Dec. 14,295], 4 TC 512, 
at p. 522 (1944); Frederick E. Rentschler [CCH 
Dec. 13,053], 1 TC 814 (1943) (involving, among 
other things, the donor’s power to borrow the 
trust corpus without security). 

4 Kohnstamm v. Pedrick, supra; Aben E. 
Johnson, supra; Donald Black [CCH Dec. 
14,758], 5 TC 759, at p. 767 (1945); Thomas 
Ward Cullen, supra; Ben Weisman, supra; John 
Stuart, supra; Anna Morgan, supra; cf. Lewis 
W. Welch, supra, 
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head of the family to his wife or children, 
will be recognized for income tax purposes 
even though the corporate earnings are 
largely attributable to his personal services. 
(2) According to the overwhelming weight 
of the Clifford case law, such a gift will be 
recognized even though made by way of 
trust unless other decisive Clifford factors 
are present. (3) According to the present 
Clifford regulation and the proposed amend- 
ments thereto, a family trust consisting of 
stock of the family corporation, will be 
treated just as any other family trust, ex- 
cept in two unusual circumstances. (4) Ac- 
cording to the overwhelming weight of the 
Clifford case law and also according to 
the Clifford regulation and proposed amend- 
ments, the fact that the donor is sole trustee 
and has power as such to vote the stock,’ will 
not cause the trust income to be taxable to him 


if his voting control over the corporation 
does not depend upon his right to vote the 
shares held in trust. (5) Even in cases 
where the donor’s voting control.over the 
corporation depends on his right to vote 
the trusteed shares, the trust will be recog- 
nized for income tax purposes according to 
the regulation and the proposed amend- 
ments, but the case law seems established 
to the contrary. (6) Finally, since it seems 
likely that the case law in due course will 
be superseded by the Clifford regulation as 
ultimately amended, new trusts consisting 
of shares of stock of family corporations 
should conform to the regulation and per- 
haps should include a clause expressly per- 
mitting the trustee to relinquish any powers 
which run counter to such amendments to 
the regulation as may be promulgated in 
the future. [The End] 


$$ _ 


Franchise . Taxes 


Important changes have been made by seven states in their 


franchise tax laws. 


Florida has fixed July 1 as the due date for all franchise tax 
reports and payments, including reports and payments of corpora- 
tions operating on a fiscal year basis. 


New Jersey has provided for a short-rate table for computation 


of tax for corporations having total assets of less than $100,000; 

that for allocation purposes one-half of the intangibles of a domestic 

corporation having a business situs outside the state shall be used 

in computing New Jersey assets; and changed minimum tax provi- 
* sions and defined investment companies. 


North Carolina has decreased its rate of tax from $1.75 per 


$1,000 to $1.50 per $1,000 of capital stock, surplus and undivided 
profits. 


Pennsylvania has postponed the manufacturing exemption 
with regard to the franchise tax on foreign corporations and made 
such companies subject to the tax for the years 1947 and 1948. 


Rhode Island has authorized corporations to take the new 
business corporation tax as a credit against the franchise tax. 


Tennessee has included sales through public and private ware- 
houses in the state within the formula of allocation. 


Vermont has included car line companies within the measure 
of the franchise tax. 


Gifts of Family Corporation Stock 




















































































A CRITIQUE 


By MEYER KURZ . 


“N JUNE, 1946, the Circuit Court of Ap- 

peals for the Second Circuit handed down 
a decision* that has probably caused more 
discussion and speculation among tax law- 
yers and accountants than any other tax 
decision of that respected court in recent 
years. 

The facts are very simple. The Fairfield 
Company was a wholly owned subsidiary of 
the Atlantic Company. The Atlantic Com- 
pany caused its subsidiary to be dissolved 
and all its assets, including a certain steam- 
ship, to be transferred to the parent com- 
pany. All of this was completed during 
1940. The ship was transferred on Septem- 
ber 23, the other assets, on December 27. 
The shareholders of the parent company 
had agreed on the dissolution of the sub- 
sidiary in the summer of 1940, and they had 
agreed also to dissolve the parent company 
at the same time. From the start it was 
intended that the ship should be sold by 
the parent company after title to it had 
passed upon the liquidation of the Fairfield 
Company. There was a tax advantage in 
doing this; and the transaction was so exe- 
cuted, the gain on the sale being reported 
by the parent company.’ 

Upon audit, the Commissioner taxed the 
gain to the subsidiary company, on the 
theory that the parent company acted as 
its agent in the consummation of the trans- 
action (Commissioner v. Court Holding Com- 
pany [45-1 ustc J 9215], 324 U. S. 331). The 
Tax Court sustained this view. The Fair- 
field Company argued that there was no 
evidence in the record that it had made the 
sale; that the ship was transferred to the 
parent company in a tax-free liquidation 
(Section 112 (b) (6) (C) Internal Revenue 
Code), and that the gain was reported prop- 





1 Fairfield Steamship Corporation v. Commis- 
sioner [46-2 ustc { 9322]. 

2The tax advantage is said to have arisen 
from the fact that the parent company had 
losses which it could offset against the gain. 
Why a consolidated return could not have ac- 
complished the same result is not clear. 





of the Fairfield Steamship Case 





. The author is a certified public accountant 
and a member of the New York State Bar 


erly by the parent company, which was in 
fact, the seller of the vessel. 

The Circuit Court affirmed but for a dif- 
ferent reason. It conceded that the parent 
company sold the ship (there having been 
no preliminary negotiations with the sub- 
sidiary company) and stated it was “impos- 
sible to find support in the record for a 
finding that the Fairfield Company made the 
sale.” Upon what basis, then, did the court 
affirm? 


The opinion went on to say: “We think 
that her (the ship’s) transfer to the Atlantic 
Company on September 23rd resulted in a 
gain taxable against the Fairfield Company 
because it was neither a ‘distribution’ ‘in 
complete cancellation or redemption of all 
its stock’ under Sec. 112 (b) (6) (C), nor 
‘one of a series of distributions’ under Sec. 
112 (b) (6) (D). Sec. 112, as a whole pro- 
vides for the suspension of what would 
otherwise be immediately ‘realized’ gains or 
losses; it has its reason and its justification 
in the fact that the excepted transfers are 
of a kind which do not result in substantial 
changes of interest, and that the original 
business is to go along as before. . . . the 
underlying purpose was to permit the union 
in one corporate form of a single business 
or venture which had theretofore been man- 
aged by two corporations—the transferee 
holding all the shares of the transferor. 
That was the condition of relief from what 
would otherwise be a ‘realized’ gain, and it 
presupposed that the persons actually in- 
terested—the single set of shareholders— 
meant to go on with the venture, and had 
not already decided that it should be wound 
up. . . . the privilege assumes that the 
business shall continue and that the liqui- 
dation shall not be merely a step in wind- 
ing it up.” 

Now, there is nothing in the history of the 
enactment of Sections 112 (b) (6) (C) or 
(D) that lends support to the view that 
continuance of the business is a condition 
of the statutory immunity from gain or loss 
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recognition which those sections accord to 
a subsidiary liquidation. Nor does this 
writer perceive any reason grounded in 
public policy or sound taxation principles 
why this exception should be grafted on to 
the statute by judicial legislation. The no- 
tion that this is necessary to prevent a “mis- 
use” (the court’s characterization) of Section 
112 does not stand up under searching 
analysis. 

The theory of the Code section is that 
the two corporations represent, in substance, 
one enterprise, owned by one set of share- 
holders. If these shareholders elect to sim- 
plify the corporate structure of this single 
enterprise by eliminating one corporation, it 
is recognized that this involves no change 
in substance. But, we are told, the equities 
of the case are altered if the parent also 
liquidates. In that case, the court would 
tax to the parent company the gain on the 
subsidiary liquidation (the difference between 
the net assets received and the cost to the 
parent company of the subsidiary shares) 
and it would tax again this very same gain 
when it is passed along in a contemporane- 
ous liquidation to the parent company 
shareholders. 

It is difficult to see the justice of taxing 
the same gain twice to the same owners 
(who owned that gain all the time), simply 
because the liquidation of the subsidiary 
was but a step in the liquidation of the entire 
business. In point of economic reality, the 
merging of the two corporate tax person- 
alities effects no change in asset ownership 
—in either case—whether the business is 
continued or not. Instead of being a “mis- 
use” of the section, it would seem rather 
to be an abuse of sound principle to accord 
immunity to the subsidiary liquidation when 
the business is continued and to deny it when 
it is but a step in the liquidation of a single 
enterprise. Such a distinction seems artifi- 
cial and fanciful, besides resulting in an 
oppressive and unfair tax treatment of an 
ordinary business liquidation. 

Moreover, the distinction easily can be 
rendered nugatory by the simple device of 
reversing the order of liquidation of the two 
corporations. If the parent dissolves first, 
its shareholders will be taxed on a capital 
gain only once, measured by the difference 
between what they receive and the cost or 
other basis of the shares to them. Since 
they would receive the shares of the sub- 
sidiary as a liquidation distribution in kind, 
these shares would be taken into account 
at their net asset value in computing the 
capital gain. “Hence, there would be no 
further capital gain when the subsidiary dis- 
tributes its net assets in liquidation. 


If that procedure had been followed in 
the Fairfield case, the ship would have been 
distributed to the stockholders, in kind; and 
they, in turn, could have sold the vessel at 
the current market value without incurring 
gain or loss.* It should be noted, too, that 
the liquidating corporation also incurs no 
gain or loss on such a distribution. Thus, 
neither the parent nor the subsidiary would 
have realized any taxable gain on the sale 
of the vessel; and only one over-all capital 
gains tax would have beén paid, without 
duplication. 

This result only points up the tenuous 
quality of the distinction which the Circuit 
Court sought to make between liquidating 
a subsidiary followed by continuance of the 
parent company and such a liquidation fol- 
lowed by dissolution of the parent company. 
One cannot resist the thought that this is 
a “distinction without a difference.” 

Assuming, however, for the sake of argu- 
ment that the distinction is a valid one and 
that simultaneous dissolution of both com- 
panies destroys the immunity under Section 
112 (b) (6) (C), one is still unable to recon- 
cile that result with the decision of the 
Circuit Court. The decision of the Tax 


- Court, which was affirmed, had held that 


the gain on the sale of the ship was taxable 
to the subsidiary company. Does the same 
result logically follow from the Circuit 
Court’s ratiocination concerning Section 112? 

If the immunity under that section is vi- 
tiated, then the liquidation results in recog- 
nized gain or loss to the parent company. 
Gain would be measured by the excess of 
the subsidiary’s net assets over the cost or 
other basis of the subsidiary’s stock in the 
hands of the parent company. The taxation 
of such gain as a recognized gain can be 
the only consequence of the denial of Sec- 
tion 112 immunity. The distribution of the 
ship by the subsidiary in liquidation is a 
distribution in kind to a stockholder. As 
we have seen, no taxable gain is realized by 
the subsidiary as a result of such a distribu- 
tion.* Hence, the reasoning of the Circuit 
Court, properly applied, does not lead to 
the same result as the decision of the Tax 
Court and that decision should not have 
been affirmed. On the contrary, it should 
have been reversed, since the findings and 
reasoning of the Circuit Court impute, at 
most, a realized gain to the parent company 
on the liquidation of the subsidiary—nothing 
more. 


8Cf. Acampo Winery ¢€ Distillers, Inc. v. 
Commissioner [CCH Dec. 15,345], 7 TC —, No. 
75, although here trustees were used to act for 
a larger number of stockholders. 

4 Regulations 111, Section 29.22(a)-20. 
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This apparent inconsistency may have 
been brought to the attention of the court. 
Several months after the decision was handed 
down the court released an addendum opin- 
ion adhering to the original decision but 
amplifying the basis for it. The addendum 
said that because the transfer of the ship 
and other assets of the subsidiary was not a 
“liquidation,” it nevertheless completed a 
dissolution of the subsidiary company: “and 
in such cases ‘the corporate existence is con- 
tinued for the purpose of liquidating the 
assets and paying the debts.’ The Atlantic 
Company, (parent) which occupied the posi- 
tion of receivers and trustees in dissolution, 
stood ‘in the stead of the corporation for 
such purposes. Any sales of property 
by them are to be treated as if made by 
the corporation for the purposes of ascer- 
taining the gain or loss.’ Regulations 103, 
Sec. 19.22 (a)-21.” 

This addendum opinion does not really 
clear up anything. A number of questions 
arise to challenge the new conclusion. Why 
isn’t the distribution of all the assets of the 
subsidiary company a “liquidation”? In the 
original opinion, the court held that it was 
not a liquidation within the meaning of Sec- 
tion 112, which suspends the recognition of 
gain or loss to the parent stockholder. But 
if this is so, the only consequence of that 
ruling, as we have seen, is to recognize the 
gain or loss to the parent stockholder. How 
does this circumstance make the liquidation 
one whit less a liquidation? If what hap- 
pened here is not a liquidation, what else 
was required to make it a liquidation? 

During 1940 the Fairfield Company dis- 
tributed all its assets to its sole stockholder 
in redemption and cancellation of its out- 
standing capital stock, pursuant to a plan 
of liquidation adopted September 19. The 
ship was transferred on September 23 and 
the remaining assets on December 27. This 
was a complete liquidation within the cal- 
endar year 1940. Certainly, the liquidation 
was not required to be completed all at once. 
It could have gone on over a period of three 
years (Section 112 (m) (6) (D)). It is diffi- 
cult to understand what attributes a cor- 
porate liquidation should have that are absent 
here. 


It seems to this writer that the court may 
have assumed that because it denied this 
liquidation tax immunity under Section 112, 
it was no liquidation at all for any purpose. 
This is, however, a non sequitur. A taxable 
liquidation is just as much a liquidation as 
a tax-free one. If the stockholders occupy 
the position of trustees or receivers in a 





taxable liquidation, why don’t they in a tax- 
free liquidation? If any sales of property 
by the parent company are to be imputed 
to the subsidiary company in the case of a 
taxable liquidation, why is the rule different 
in the case of a tax free liquidation? The 
recognition or nonrecognition of gain or loss 
on the liquidation seems foreign to the de- 
termination of what is a liquidation. 

Moreover, the logical application of the 
court’s conclusions produces a most oppres- 
sive and harsh result. The same gain would 
be taxed three times in a simple liquidation 
of a single business. The subsidiary com- 
pany would pay on the gain from the sale 
of the boat; this gain when transferred to 
the parent company, under the court’s rul- 
ing that Section 112 does not apply, would 
be taxed again to the parent company as 
part of its capital gain, realized from the 
liquidation; finally, the same gain would be 
taxed a third time (to the stockholders) 
when the parent company dissolved and paid 
out the gain to the individual shareholders. 
Although a harsh result does not indicate 
necessarily the incorrectness of the ruling 
applied, it seems hard to believe that such a 
result was intended, when Congress, by the 
enactment of Section 112 (b) (6) (C) mani- 
fested an intention of cutting through inter- 
corporate forms and dealing with substance 
at least in the case of (eighty per cent or 
more owned) subsidiary liquidations. 

It is too early to evaluate the Circuit 
Court’s decision as a factor in the ultimate 
construction of Section 112 (b) (6) (C) and 
(D) of the Code. The denial by the Supreme 
Court of certiorari in this case® does not 
imply, of course, an endorsement of the 
Circuit Court’s opinion. 

This writer is told that the policy-making 
officials of the Treasury do not take that 
opinion too literally. The government is 
satisfied with having won its point that the 
gain on the sale of the ship is taxable to 
the subsidiary, and prefers to regard the 
theory of the Tax Court as the appropriate 
theory applicable to this case. The con- 
struction of Section 112 was not necessary 
to the determination and may be regarded 
as dictum. If the Circuit Court’s opinion 
on that point were properly applied, it would 
not touch the gain on the sale of the vessel, 
but only the gain on the liquidation of the 
subsidiary, which would be taxed to the 
parent company. The Treasury has not, so 
far as this writer’s information goes, as- 
serted any such liability against the Atlantic 
Company (parent corporation). [The End] 





5 Denied November 12, 1946. 
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Some judicially drawn “gossamer lines” and their aftermath 


The Depletion 
.of Net Profit Payments 


By ARNOLD LEVY and JEROME SIMONDS 


APITAL INVESTMENTS in natural 

resources are reduced as the minerals 
are extracted. Because the sale of the min- 
erals extracted ultimately would convert the 
entire capital investments into taxable in- 
come, the Internal Revenue Code permits 
the owners of the minerals to recover, tax 
free, at least the cost of their investments. 
This is accomplished by allowing persons 
receiving income from the mineral depletion 
deductions, to the extent of their respective 
capital investments in the mineral. These 
deductions restore the taxpayers’ capital 
assets, the remaining proceeds from the min- 
eral becoming the taxpayers’ taxable income, 


1 “Sec. 23. Deductions from Gross Income. 


“In computing net income there shall be 
allowed as deductions: 


‘“*‘(m) Depletion.—In the case of mines, oil 
and gas wells, other natural deposits, and tim- 
ber, a reasonable allowance for depletion and 
for depreciation of improvements, according to 
the peculiar conditions in each case; such rea- 
sonable allowance in all cases to be made under 
rules and regulations to be prescribed by the 
Commissioner, with the approval of the Secre- 
tary. . . . In the case of leases the deductions 
shall be equitably apportioned between the 
lessor and lessee. ... 


“Sec. 114. Basis for Depreciation and Deple- 
tion.— 


“(b) Basis for Depletion.— 


“*(3) Percentage Depletion for Oil and Gas 
Wells.—In the case of oil and gas wells the 
allowance for depletion under section 23 (m) 
shall be 27'%4 per centum of the gross income 
from the property during the -taxable year, 


except as subject to other deductions.” From 
this it follows, and the courts have consis- 
tently held, that only taxpayers with a capital 
investment or economic interest in the min- 
eral are entitled to the depletion deduction.” 


Economic Interest 


Where the income-sharing interest of the 
taxpayer takes the form of an interest in 


‘the net profits from the operation of the 


mineral resource, it is difficult, under existing 
court decisions, to determine whether the 
taxpayer’s interest amounts to an economic 
interest in the mineral in place, so as to 


excluding from such gross income an amount 
equal to any rents or royalties paid or in- 
curred by the taxpayer in respect of the prop- 
ne 

‘*(4) Percentage Depletion for Coal [etc.] 
Mines .. .— 


(A) In General.—The allowance for depletion 
under section 23 (m) shall be, in the case of 
coal mines, 5 per centum, in the case of metal 
mines, fluorspar, flake graphite ..., 15 per 
centum...’’ 

Treasury Regulations 111, Section 29.23(m)-1, 
provide, inter alia: ‘‘In all cases there shall be 
excluded in determining the ‘gross income from 
the property’ an amount equal to any rents or 
royalties which were paid or incurred by the 
taxpayer in respect of the property and are not 
otherwise excluded from the ‘gross income from 
the property’.”’ 

2 Anderson v. Helvering [40-1 ustc { 9479], 310 
U. S. 404, 407-408, 60 S. Ct. 952, 953-954; Kirby 
Petroleum Company v. Commissioner [46-1 ustc 
7 9149], 326 U. S. 599, 602-603, 66 S. Ct. 409, 
410-411; Burton-Sutton Oil Company v. Com- 
missioner [46-1 ustc { 9243], 328 U. S. 25, 32-34, 
66 S. Ct. 861, 866. 


Mr. Levy, a member of the New York and District of Columbia bars was 
formerly General Counsel of the Bituminous Coal Division of the Depart- 
ment of Interior. Mr. Simonds, formerly an attorney with the Departments 
of Interior and Justice, is a member of the Illinois and District of Columbia 
bars and associated with Mr. Levy in private practice in Washington, D. C. 
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entitle him to the depletion deduction. The 
difficulty of making this determination with 
confidence can be gleaned from the separate 
opinion of Mr. Justice Frankfurter in the 
Burton-Sutton case, the Supreme Court’s 
most recent decision on this question: 


“Nothing better illustrates the gossamer 
lines that have been drawn by this Court 
in tax cases than the distinction made in 
the Court’s opinion between Helvering v. 
Elbe Oil Land Co., 303 U. S. 372, and this 
case. To draw such distinctions, which 
hardly can be held in the mind longer than 
it takes to state them, does not achieve 
the attainable certainty that is such a de- 
sideratum in tax matters nor does it make 
generally for respect of law. Perhaps it is 
inherent in the scheme which Congress has 
provided for review of tax litigation that 
we have such an unsatisfactory series of 
decisions as those which are sought to be 
reconciled by the present opinion”* 


Consequently, the tax treatment of net 
profit payments under mineral leases, where 
such payments are disassociated from other 
judicially recognized economic interests in 
the mineral in place,* has given rise to much 
litigation ° and has prompted able discussion 
by commentators.° 


Prior to the decision of the Supreme Court 
of the United States in Kirby Petroleum Com- 
pany v. Commissioner,” the Commissioner's 
position was that a lessor’s * right to partici- 
pate in a lessee’s net profits, even though 
the lessor had in addition some recognizable 
economic interest in the mineral, was not 
an interest entitling the lessor to share in 
the mineral produced. Accordingly, it was 
the view of the Commissioner that no part 





8 Burton-Sutton Oil Company, supra. 

4 For example, overriding royalties, cash pay- 
ments, bonuses and payments from gross in- 
come. 

5 Although the bulk of litigation in this field 
involves oil and gas properties, the Commis- 
sioner has recognized that the same ‘‘basic 
principles apply equally to mineral deposits and 
to oil and gas.’’ G. C. M. 22730, 1941-1 CB 214 
at 219. 

6 **Taxation of Net Profits from Oil and Gas 
Properties,’’ and ‘‘An Analysis of the Kirby 
and Crawford Decisions,’’ by Frank B. Apple- 
man, appearing, respectively, in the November, 
1945 and April, 1946 issues of TAXES—The Tax 
Magazine; see also ‘‘Depletion Allowance on 
Oil and Gas Leases,’’ by John W. Beveridge, 
Ibid., October, 1944. See also the following 
notes: ‘‘Depletion of Oil and Gas Properties 
as a Deduction From Gross Income under the 
Federal Income Tax,’’ 51 Harvard Law Review 
1424; ‘‘Taxation— Income Tax — Depletion — 
Lessor’s Share in Net Income As Subject to 
Depletion,’’ 44 Michigan Law Review 883-4; 
‘‘Taxation—Percentage Depletion From Income 


Derived From Oil and Gas—Income Received As’ 
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of the depletion allowance with respect to 


the net profits received could be taken by 
the lessor. 


Commissioner’s Position 


The Commissioner based his position on 
an interpretation of Section 114 (b) (3) of 
the Code, construed in conjunction with 
Section 23 (m).° The latter section provides 
that the depletion allowance be equitably 
apportioned between the lessor and lessee 
under the Commissioner’s rules and regula- 
tions. The Commissioner reasoned that the 
single depletion allowance could be appor- 
tioned between the lessor and lessee only 
in the same proportion as each was entitled 
to share in the production of the mineral or 
the gross income therefrom. It was his 
contention that this single allowance for 
depletion was subject to apportionment 
among only those persons who have an 
interest in the mineral which is directly re- 
lated to the amount of production taking 
place and which, consequently, suffers phys- 
ical depletion concurrently and proportion- 
ately as production occurs, He argued 
that since the single deduction for depletion 
was to be shared by such persons in rela- 
tion to their respective interests in produc- 
tion or gross income, all others were neces- 
sarily excluded from participation. He 
concluded that since the lessor’s right to par- 
ticipate in the lessee’s net profits is not an 
absolute interest entitling the lessor to share 
in the mineral produced, but is dependent 
upon the profitable production of the min- 
eral, the lessor could take no part of the 


Share in Net Profits,’’ 20 Tulane Law Review 
639-45. And see 4 Mertens, Law of Federal In- 
come Taxation (1942) (1946 Supplement) sec- 
tions 24.19-24.25. 

1 Supra, footnote 2. 


8 The terms lessor, sublessor, and assignor, on 
the one hand, and lessee, sublessee, and As- 
signee, on the other hand, are used inter- 
changeably throughout this _ article. The 
Supreme Court has consistently recognized that 
for depletion purposes, the taxpayer’s interest 
is not to be determined from the form of the 
particular interest involved or from the for- 
malities of the kind of conveyance made; in- 
stead, the ‘‘practical consequences of the 
provisions for payments’’ are decisive in this 
matter. Anderson v. Helvering, supra, footnote 
2. ‘‘Whether the instrument creating the rights 
is a lease, a sublease or an assignment has not 
been deemed significant from the federal tax 
viewpoint in determining whether or not the 
taxpayer had an economic interest in the oil 
in place.’’ Burton-Sutton Oil Company, supra, 
footnote 2. 


® Supra, footnote 1. 
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depletion allowance with respect to the net 
profits received.” 


Basic in the Commissioner’s position was 
the fear of the increasingly burdensome ad- 
ministrative difficulties of apportioning the 
depletion allowance where factors other 
than the simple division of the gross income, 
according to the participants’ interests, are 
injected.” 


Kirby Case 


The Kirby case ‘was decided by the Su- 
preme Court on January 28, 1946. In that 
case, a lessor of oil properties received a 
portion of net operating profits in addition 
to a cash bonus and royalties. The Court 
held that he was entitled to calculate per- 
centage depletion by including all three 
types of receipts in his “gross income” from 
the property. The Commissioner had ar- 
cued “that it is altogether untenable to hold 
that an interest in the operator’s net profits 
may or may not represent a depletable in- 
terest, depending upon whether the right 
to receive royalties has been retained.” 
The Court apparently felt obliged to com- 
ment on this contention. Its comments, 
however, contained such divergent state- 
ments * as these: 


(1) “If the additional payment in these 
leases had been a portion of the gross re- 
ceipts from the sale of the oil extracted by 
the lessees instead of a portion of the net 
profits, there would have been no doubt as 
to the economic interest of the lessors in 
such oil. This would bean oil royalty. The 
lessors’ economic interest in the oil is no 
less when their right is to share a net profit. 
... Economic interest does not mean title to 


” See the brief for the Commissioner in the 
Kirby case in the Supreme Court, October Term 
1945, No. 56, pp. 7-8. See also G. C. M. 22730, 
which states: ‘‘a right to share in production, 
or the gross income therefrom, is very different 
from the right to share’ in the net income of 
the producer (a right measured not by produc- 
tion of mineral, as such, but by the degree of 
success in operation of such a right owned by 
another).’’ 1941-1 CB at 220. And see Regula- 
tions 111, Section 29.23(m)-1, which state, inter 
alia: ‘‘an agreement between the owner of an 
economic interest and another entitling the lat- 
ter to purchase the product upon production or 
to share in the net income derived from the 
interest of such owner does not convey a de- 
pletable economic interest.’’ 

11 See Commissioner’s brief in the Kirby case 
(supra, footnote 10) at pp. 30-39. 

12 See Commissioner’s brief in the Kirby case 
(supra, footnote 10) at p. 21. 

13 These are but a few of the conflicting state- 
ments in the Court’s opinion. See Mr. Apple- 
man’s article in the April, 1946 issue of TAXES 
—The Tax Magazine (supra, footnote 6). 
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the oil in place but the possibility of profit 
from that economic interest dependent 
solely upon the extraction and sale of the 
oil.” 

(2). “. the Anderson case correctly 
stated that a share in ‘net profits’, disasso- 
ciated from an economic interest, does not 
entitle the holder to a depletion allowance.” 


The first statement would lead one to 
conclude that the mere fact that the reserved 
interest in the mineral properties is in the 
form of net profit payments, does not, of 
itself, preclude the availability of the deple- 
tion allowance to such payments. The sec- 
ond statement affirms that the holder of net 
profit payments needs some other economic 
interest in the mineral in place in order to 
render such payments depletable. 


Mr. Frank B. Appleman, in.his capable 
commentary ™“ on the Kirby decision, regards 
its “ostensibly divergent theories” as recon- 
cilable “on the ground that a provision for 
net profits standing alone will support de- 
pletion thereon where the facts of the situa- 
tion and the intent of the parties” indicate 
that a sale of the mineral has not been con- 
summated, Not only does the language of 
the Kirby decision afford support for Mr. 
Appleman’s conclusion, but the language of 
the later Burton-Sutton decision appears to 
vindicate his analysis. 

We think, however, that what the Su- 
preme Court has said, and what it has done, 
in the Burton-Sutton case cannot be recon- 
ciled, and that the actual result of the 
Court’s action is a holding that net profit 
payments standing alone are depletable. We 
submit that analysis of that decision demon- 
strates that the Supreme Court is inclined 
to seize upon any distinction, no matter 
how insubstantial, in order to hold bare net 
profit payments depletable. Aware as we 
are of the risks of reliable prediction on the 
confused record, we think taxpayers will be 
safer in assuming that the Court will reach 
this result.in future cases, despite the fact 
that language to the contrary receives ap- 


proval and affirmance in the Burton-Sutton 
fiat 
qaecision., 


Net Profit Payments 


The Kirby decision cleared the path for 
a decision on the ultimate question of 





4 See Mr. Appleman’s article appearing in the 
April, 1946, issue of TAXES—The Tax Magazine 
(supra, footnote 6). Mr. Appleman’s two ar- 
ticles cited here contain a thorough and com- 
prehensive study of this problem as it existed 


prior to the Supreme Court’s decision in the 
Burton-Sutton case. 
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whether net profit payments, standing alone, 
constitute an economic interest in the prop- 
erty, so as to be excluded by the operator 
from his gross taxable income, and subject 
to depletion in the hands of the holder. 
That question was squarely posed, as the 
Commissioner recognized and urged,” in 
Burton-Sution Oil Company, supra, decided 
by the Supreme Court on April 22, 1946. 
the decision is, consequently, important 
for that reason, and for the further reason 
that the interpretation of it by the Tax 
Court is, under the doctrine established in 
the Dobson™ and Trust of Bingham™ cases, 
apt to be conclusive for the majority of 
taxpayers. 


The taxpayer in the Burton-Sutton case 
acquired the working interest in an oil and 
gas lease which had been executed by the 
Cameron Parish School Board, as lessor.” 
The taxpayer’s interest in this lease was 
procured, by contract, from one Sutton, 
who had obtained the working interest from 
the Gulf Refining Company. The agree- 
ment between Sutton and Gulf, which was 
acquired by the taxpayer, provided that Gulf 
“has sold, conveyed and transferred 
all oil and gas rights, titles, interests or 
privileges given, conveyed and transferred 
by virtue of that certain mineral lease exe- 
cuted by Cameron . . . to S. W. Sweeney.” 
The agreement, which was termed an “as- 
signment,” provided that the grantee (Sut- 
ton) was to commence drilling operations 
within thirty days and to continue with rea- 





% The ‘Summary of Argument’’ contained in 
the Commissioner’s brief in the Supreme Court 
in the Burton-Sutton case states: ‘‘Under the 
decisions of this Court, [depletable] interests 
only exist where there is a right to share in 
gross production of the oil or its proceeds, and 
the right to receive a share of net operating 
profits is not depletable unless the recipient is 
also entitled to receive oil royalties. Accord- 
ingly, in the present case, when [the assignor] 
assigned its interest in the oi] and gas leases, 
and only retained the right to share in the net 
profits from operations, it no longer had an 
economic interest in the oil and gas in place, 
it was not entitled to the depletion allowance 
with respect to the net profit payments it re- 
ceived, and the taxpayer may not exclude from 
is gross taxable income, as ‘rents or royalties,’ 
the payments to [the assignor].’’ See the Com- 
missioner’s brief in the Burton-Sutton case in 
the Supreme Court, October Term, 1945, No. 
361, at pp. 5-6. 

1% Dobson v. Commissioner [44-1 ustc { 9108], 
320 U. S. 489, 64 S. Ct. 239. 

"Trust of Bingham v. Commissioner [45-2 
ustc { 9327], 325 U. S. 365, 65 S. Ct. 1232. 

1% To the extent that the detailed facts of the 
Burton-Sutton case as stated in this article do 
not appear in the reported opinions, they have 
been supplemented by reference to the record 
in' the case in the Supreme Court, October 
Term, 1945, No. 361. 
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sonable diligence in an effort to find oil or 
gas in paying quantities, After the comple- 
tion of the first well, the grantee was obli- 
gated to continue “such operations on said 
land as may be necessary to continue such 
lease in full force and effect. If, after com- 
pleting said well, Grantee shall desire to 
cease operations on said land, he shall, upon 
demand, reassign said lease to Grantor not 
less than thirty days prior to the maturity 
date of any obligation accruing after the 
date of the cessation of his operations on 
said land.” The assignment further pro- 
vided that the grantee should pay the roy- 
alties provided in the original lease, as well 
as an overriding royalty to the original les- 
see, together with all expenses of operations. 
After paying the underlying and overriding 
royalties, and after being reimbursed from 
the proceeds of the oil and gas produced 
for all expenses of operations, the grantee 
was obligated to account and pay to the 
grantor fifty per cent of the remaining 
proceeds. 


The assignment also provided when set- 
tlement should be made with Gulf; specified 
what costs and expenses could be deducted 
from the gross proceeds before division of 
the net profits was required to be made; 
specified the manner in which the oil pro- 
duced on the land was to be sold; and gave 
Gulf the right to purchase the oil at the 
average posted price, if it so desired. 


For three consecutive years, the taxpayer 
excluded from gross income the amount of 
net profits it paid to Gulf. The Commis- 
sioner disallowed the exclusions on the 
ground that these amounts represented ad- 
ditional costs of the property and were 
recoverable through the depletion allowance. 
The Tax Court” and the Fifth Circuit 
Court of Appeals*® sustained the Com- 
missioner’s determination. The Supreme 
Court, in an opinion by Justice Reed, re- 
versed the lower courts. Justice Frank- 
furter rendered a separate opinion, and 
Justices Black and Douglas dissented without 
opinion. 

At the outset of the opinion, the Court 
states that the basis for its holding in the 
Kirby case that the right to payment of a 
share of net profits represented a depletable 
interest “was that the owner had a capital 
investment—an economic interest—in the oil 
with a possibility of profit from that inter- 
est or investment solely from the extraction 
of the oil. As hereinbefore indicated, the 
landowner in the Kirby case had retained 





% [CCH Dec. 14,064] 3 TC 1187. 
20 [45-2 ustc { 9359] 150 F. (2d) 621. 
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also a one-sixth oil royalty and had received 
a bonus. It was conceded that as both the 
bonus and the royalty represented a return 
for the sale in part of the lessor’s invest- 
ment in the oil in place, the lessor was 
entitled to depletion on both.” 


The Commissioner had interpreted the 
Kirby decision as holding that it was “the 
lessor’s economic interest in some of the oil 
itself, because of the bonus and royalty 
rights, which made the net profit payments 
subject to depletion in the lessor’s hands.” 
He argued, therefore, that “where there is 
only a share in profits due to the assignor, 
Gulf, the Kirby case conclusion on the right 
to depletion should not be extended.” The 
Court laid this contention to rest with the 
following flat statement: 


“We do not agree with the Government 
that ownership of a royalty or other eco- 
nomic interest in addition to the right to 
net profits is essential to make the posses- 
sor of a right to a share of the net profits 
the owner of an economic interest in the 
oil place. The decision in Kirby did not rest 
on that point.” 


Nature of Essential Element 


With this much of the decision studied 
and analyzed, the following alternative ques- 
tions would suggest themselves to a tax- 
payer: 


1, If royalties, bonuses, or “other eco- 
nomic interests” are not the essential ele- 
ment necessary to “make the possessor of 
a right to the net profits the owner of an 
economic interest in the oil in place,” what, 
then, does constitute the essential element? 


2. Is the search for an essential element 


a vain pursuit in that, in reality, the Court 
has held that net profit payments disasso- 
ciated from all “other economic interests” 
are depletable in their own right? 


The remaining portions of the decision 
do not supply any definite answer to these 
queries, The Court never states in terms of 
standards what additional element is neces- 
sary to render net profit payments depletable 
to their holders. The factors relied upon in 
the decision for holding the payments de- 
pletable either are insubstantial or had been 
rejected by the Court itself in prior de- 
cisions. For example, it points out that in 
Burton-Sutton the assignor of the taxpayer 
“before assignment had an economic inter- 
est in the oil in place through its control 
over extraction. Under the contract with 
[the taxpayer], [Gulf] retained a part of 
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this interest—fifty per cent of net. : 
Through retention of certain rights to pay- 
ments from oil or its proceeds in himself, 
each of these assignors of partial exploita- 
tion rights in oil lands has maintained a 
capital investment or economic interest in 
the oil or its proceeds.” 


At first blush, the above language might 
appear to be the basis for an attempted 
reconciliation of the confusion surrounding 
bare net profit payments. It would seem to 
indicate that such payments are depletable 
where the holder of the right to such pay- 
ments had, at one time, an ecomonic inter- 
est in the mineral “through its control over 
extraction.” 


O'Donnell Case 


This hope for clarification finds some 
support in the Court’s favorable reference to 
Helvering v. O’Donnell* There it was de- 
cided that one who had no previous eco- 
nomic investment in oil deposits, and 
consequently never possessed “control over 
extraction,” did not obtain a depletable in- 
terest by acquiring the right to a share in net 
operating profits under a contract for the 
sale of corporate stock. In the very foot- 
note to the above-quoted statements of the 
Court, Mr. Justice Reed states, citing the 
O’Donnell case: 


“A participation in net profits disassoci- 
ated from an economic interest does not 
enable a recipient of such profits to benefit 
from depletion. Helvering v. O’Donnell.” 
At this point in the opinion, a taxpayer 
might be justified in concluding that the 
essential element, in the view of the Court, 
is whether the assignor or lessor previously 
had control over extraction. 


Elbe Case 


The Court had held to the contrary, how- 
ever, in Helvering v. Elbe Oil Land Develop- 
ment Co In that case, it ruled that one 
who had previously possessed a clear eco- 
nomic interest in the oil in place, but had 
sold all his right, title and interest in certain 
oil and gas leases, prospecting permits, and 
equipment, no longer had a depletable eco- 
nomic interest, even though he was still 
entitled to a stipulated percentage of the 
net profits. Recognizing the reliance placed 
on that decision by the Commissioner, the 
Court proceeded to review and affirm its 
holding in the Elbe case, refusing to extend 


21 [38-1 ustc J 9156] 303 U. S. 370, 58 S. Ct. 619. 
22 [38-1 ustc {| 9155] 303 U. S. 372, 58S. Ct. 621. 
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it to the facts of Burton-Sutton, however, 
because in the latter case: 


“The assignor, Gulf, in the assignment 
here involved, required the grantee to drill 
promptly, to account for production, to pay 
over fifty per cent of the receipts, less agreed 
costs and expenses, and to sell the produc- 
tion on defined terms to grantor, if grantor 
desired to purchase. This last clause did 
not appear in the Elbe contract. Such a 
transfer of rights to exploit could not, we 
think, properly be construed as a sale. It 
is rather an assignment to the [taxpayer- 
operator] of the right to exploit the prop- 
erty with a reservation in the assignor of 
an economic interest in the oil.” 


Reserving, for the moment, comment on 
the meaning and effect of the distinction 
drawn by the Court between the case before 
it and the Elbe case, it is at least clear that 
the Court’s affirmance of that decision, 
where the operator of the mineral before 
conveyance had “control over extraction,” 
makes it manifest that that factor would not, 
in the Court’s view, render net profit pay- 
ments disassociated from other economic 
interests depletable. 


Conflicting Conclusions 


It is obvious that the conflicting views 
in the Court’s opinion cannot, with logic, be 
reconciled, Analysis of the decision could 
with reason lead a taxpayer to two conflict- 
ing conclusions, namely: 


1. Net profits, standing alone and disas- 
sociated from other economic interests, rep- 
resent an economic interest in the mineral 
in place which is subject to the depletion 
allowance; the earlier court decisions to 
the contrary are no longer to be regarded 
as good law. 


2. The economic interests which must be 
associated with net profit payments to make 
such payments subject to the depletion al- 
lowance, must be either (a) reserved royal- 
ties, bonuses, or a reservation of payments 
from gross proceeds; or (b) an obligation 
on the part of the assignee or lessee to drill 
promptly and sell the production to the 
assignor or lessor on defined terms; or (c) 
some other type of legal or equitable inter- 
est which shows that the party to whom the 
net profit payments are payable has not 
severed all legal and equitable relationship 
with and control of the mining property. 


The first conclusion finds support in the 
fact that the Burton-Sutton case cannot be 
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distinguished from the Elbe case on the 
ground that in the former a reservation of 
an economic interest was effectuated while 
in the latter a complete sale was consum- 
mated. In the Burton-Sutton case, the as- 
signor “sold, conveyed, and transferred all 
oil and gas rights, titles and interests” cre- 
ated by the leases, and did not reserve any 
proprietary rights in the oil either before 
or after production. The fact that in the 
Burton-Sutton case, the assignor required 
the taxpayer-assignee to drill promptly, and 
to sell the production on defined terms to 
the assignor if he desired to “purchase,” can- 
not be deemed a reservation of an economic 
interest in the oil in place. The Court had 
previously recognized that such rights of 
first purchase, while giving the holder an 
economic advantage, do not evidence a de- 
pletable interest. Helvering v. Bankline Oil 
Company [38-1 ustc J 9154], 303 U. S. 362, 
58 S. Ct. 616. 


The second and conflicting conclusion 
finds support in much of the Court’s dicta. 


Tax Court's Interpretation 


The Tax Court apparently has accepted 
the first conclusion. In three decisions 
rendered since the Burton-Sutton case, it 
has revealed a decided reluctance to trifle 
with its “gossamer” distinctions. It has 
flatly treated all net profit payments as de- 
pletable, regardless of whether or not such 
payments are tied in with other economic 
interests in the mineral in place. 


Barely a month after the Supreme Court’s 
decision in Burton-Sutton, the Tax Court 
was required to interpret it in the case of 
Hiram T. Horton [CCH Dec. 15,255(M)], 
5 TCM 526, entered by Judge Harlan on 
June 26, 1946, and [CCH Dec. 15,416] 7 TC 
957, promulgated by the entire court on 
October 14, 1946. 


In that case, the taxpayer leased Mexican 
mining property under a lease which re- 
served to the lessor a percentage of the net 
profits from operations. No overriding roy- 
alty or other economic interest was reserved 
by the lessor, The Commissioner refused 
to permit the taxpayer to exclude from his 
gross income the net profit payments paid 
to the lessor. The Commissioner was over- 
ruled by the Tax Court. The opinion en- 
tered by Judge Harlan made references to 
the “involved and unsettled” state of law 
involving net profit payments, but held on 
the basis of the Burton-Sutton decision that 
the net profit payments were excludable 
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from the taxpayer’s gross income. The 
opinion of the full court * stated, inter alia: 


“Subsequent to the trial in this proceeding, 
the Supreme Court of the United States, on 
April 22, 1946, rendered its decision in Bur- 
ton-Sutton Oil Co., Inc. v. Commissioner, 66 S. 
Ct. 861, which case in its essential facts is on 
all fours with the instant proceeding. The 
court held that payments, by a lessee to a 
lessor of a proportion of the profits from 
mining operations, constituted rents or roy- 
alties and not capital investments, and were 
excludable by the lessee from gross receipts 
for income tax purposes. Following this 
decision, we reach the same conclusion.” 


Thus, in the Tax Court’s first interpreta- 
tion of the Burton-Sutton decision, it regard- 
ed a reservation of net profits disassociated 
from all other economic interests as fac- 
tually “on all fours” with the Burton-Sutton 
case. It concluded, therefore, that under 
such circumstances the “proportion of the 
profits from mining operations [constitutes] 


a rent or royalty and not a capital invest- 
ment.” 


One month after Judge Harlan entered 
his decision in the Horton case, the Tax 
Court handed down a memorandum deci- 
sion by Judge Arnold, Beach Petroleum Cor- 
poration, Ltd. et al. [CCH Dec. 15,311(M)], 
5 TCM —, entered July 26, 1946. 


The Beach Petroleum Corporation was 
the lessee of certain oil and gas properties. 
The issue before the court was whether the 
taxpayer stockholders of the corporation 
were entitled to percentage depletion with 
respect to the proceeds received by them on 
account of their participating royalty inter- 
ests. The participating royalty interests 
were distributed to the taxpayer stockhold- 
ers as dividends, and these interests re- 
served to the corporation the right to 
withhold from the gross profits a pro-rata 
part of the cost of operation. 


The Commissioner contended, relying on 
the Anderson, Elbe and O’Donnell cases, that 
since under the terms of the participating 
royalty interests “it would be possible for 
the output of the wells to be exhausted 
without any profits reaching the stock- 
holders,” the stockholders could not have 
an economic interest in the oil and gas. 


2 For reasons not here pertinent, the tax- 
payer, on July 23, 1946, filed a motion to have 
Judge Harlan’s opinion revieweg@ by the full 
Tax Court. As regards the treatment of net 
profit payments, there is no inconsistency be- 
tween the opinion entered by Judge Harlan and 
the opinion promulgated by the full court. 
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The court rejected 


these contentions, 
stating— 


“The decisions of the Supreme Court in 
[Kirby and Burton-Sutton] require a holding 
for the petitioners upon this issue. Under 
those decisions one who is entitled to a 
payment from net profits of oil produced is 
entitled to the depletion deduction if 
possessing an economic interest. In the Burton- 
Sutton Oil Co. case, it was said that owner- 
ship of a royalty or other economic interest 
in addition to the right to net profits was not 
necessary to make the possessor of a right 
to a share of net profits the owner of an 
economic interest in the oil in place. The 
Court there said that it is the persons ‘pos- 
sibility of profit’ from the use of his rights 
over production ‘dependent solely upon the 
extraction and sale of the oil’ which makes 
an economic interest in the oil. ; 
Where the interest holder is dependent 
upon production alone for the recoupment 
of his investment, the right to depletion 
is his. The argument that the interest hold- 
ers might not realize any net profit from 
production if the expenses were large and 
the production small is beside the point. 


There is the ‘possibility of profit’ and what- 


ever was realized was depletable.” 


The Tax Court’s language in the Beach 
decision appears to represent a clear-cut 
repudiation of the doctrine that other eco- 
nomic interests need be tied in with net 
profit payments to render such payments 
depletable in the hands of the holder and 
excludable from the operator’s gross in- 
come. The Tax Court relied on the holding, 
and not on the language, of the Burton- 
Sutton decision. It applied the holding of 
that case to a set of facts where the only 
other possible economic interest of the 
holder of the right to net profit payments 
was that of stock ownership. In so ruling, 
the Tax Court disregarded Helvering v. 
O’Donnell, supra, quoted with approval in 
the Burton-Sutton decision and relied upon 
by the Commissioner in the Beach case.™ 
In the O’Donnell case, the Supreme Court 
had held that a “mere owner of shares” of 
stock in a corporation operating mineral 
properties does not possess a depletable eco- 
nomic interest in the properties. 


Maier Case 


On September 25, 1946, the Tax Court 
entered its opinion, through Judge Harlan, 
in Carl Maier Syndicate [CCH Dec. 


2% See Commissioner’s brief in the Tax Court, 
Pp. 32. 
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15,403(M), 5 TCM 821. There the taxpayer, 
who was an assignee of an oil and gas lease, 
entered into a contract with Y, whereby 
the latter as the operator agreed to drill a 
well and to pay from the proceeds the land- 
owner’s royalty, taxes and assessments and 
current operating costs. The taxpayer was 
to receive an undivided one-half interest in 
the tangible drilling equipment, together 
with fifty per cent of the net proceeds 
received from the oil after Y had been re- 
imbursed for the initial drilling costs. The 
Commissioner ruled that the net profit pay- 
ments were not depletable, and argued be- 
fore the Tax Court that the case was 
governed by the O’Donnell and Elbe deci- 
sions.~ The Tax Court, in overruling the 
Commissioner’s ruling contention, stated: 


“In 1939 and 1940 [the taxpayer] owned 
one-half of the equipment and was entitled 
to one-half of the ‘profits’ from the opera- 
tion of the well. [The Commissioner] con- 
tends that since [the taxpayer] had no 
interest in this well except the profits aris- 
ing therefrom, he does not have such an 
interest in the oil in ground as would entitle 





2 See Commissioner’s brief in the Tax Court, 
pp. 54 and 55. 
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him to make deductions for the depletion of 
this asset. At the time this case was tried, 
this question was a very earnestly contested 
one and was very much undecided. How- 
ever, the question has now been adequately 
determined in favor of the contentions of 
[the taxpayer] in the [Kirby and Burton- 
Sutton cases].” 


Whether the Commissioner will rest con- 
tent with the Tax Court’s interpretation of 
the Burton-Sutton case or will press for a 
Supreme Court ruling which would hold that 
net profit payments disassociated from an 
economic interest entitle the holder to a de- 
pletion allowance, is not certain.* If the 
Commissioner does not rest content, how- 
ever, it seems more than likely that the Su- 
preme Court will either expressly overrule 
its earlier decisions or, at the very least, 
find some fact in each case to warrant up- 
holding the right to deplete such payments. 

[The End] 





It is interesting to note the Commissioner's 
acquiescence in the Horton decision on Feb- 
ruary 10, 1947. The Commissioner took no 
action in the Beach Petroleum case, and at the 
time of the writing of this article, the Com- 
missioner had not as yet taken any action in 
the Carl Maier case. 


A merit rating system has been added to the Rhode Island Unemploy- 






ment Compensation Act by S. 198, Laws of 1947, which provides that for 
each tax year beginning on or after July 1, 1947, when the reserve ratio on 
the preceding April 1 is at least eight per cent but less than nine per cent, 
reduced rates ranging from 2.1 per cent to 2.6 per cent (as determined by 
the employer’s average quarterly percentage decrease) will be in effect. If 
the reserve ratio is nine per cent or more, reduced rates ranging from 
1.3 per cent to 1.8 per cent will be in effect. Whenever an eligible employer’s 
quarterly payroll is less than the quarterly payroll for the next preceding 
quarter within the qualifying period, the quarterly percentage decrease is 
computed by dividing the amount of the decrease by the amount of the 
quarterly payroll. In the case of an employer who has been subject during 
the entire five-year period, “qualifying period” is defined as the five-year 
period ending on the computation date preceding the tax year involved. In 
the case of other employers, “qualifying period” consists of not less than 
12 consecutive calendar quarters commencing with the beginning of the 
calendar quarter in which the employer first became subject and ending on 
the computation date. S. 198 also increases the maximum and minimum 
weekly benefit amounts to $25 and $10, respectively. The total maximum 
benefits are increased to $650 and total minimum benefits are increased to 
$52, but a claimant’s total benefits in a benefit year may not exceed 26 
times his weekly benefit amount. 
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Pension Plans 


for Unincorporated Businesses 


By MAURICE DEKOVEN 


THE AUTHOR, A MEMBER OF THE NEW YORK AND ILLINOIS BARS, 
IS ASSOCIATED AS TAX CONSULTANT WITH THE NEW YORK 
ACCOUNTING FIRM OF BARROW, WADE, GUTHRIE AND COMPANY 


wit regard to provision for retirement 
and old age, the sole stockholder and 
president of a corporation has a distinct 
advantage over the sole proprietor of an 
unincorporated business of comparable size 
and earning power. By virtue of the legal 
doctrine of corporate separateness, the sole 
stockholder is an employee of the corpora- 
tion. As a consequence, he is entitled to 
Social Security benefits. In addition, he 
may set up a pension trust which, to qualify 
under Section 165 of the Code, must be for 
the exclusive benefit of the employees or 
their beneficiaries, and, being himself an 
employee, he may receive benefits under the 
plan if it meets all the other requirements 
of Section 165. The corporation will then 
be free of tax on that portion of its income 
which is set aside to provide retirement 
benefits for the sole stockholder-president; 
the trust will pay no tax upon its income; 
and the president will have no tax to pay 
upon the corporation’s contributions until 
he retires and begins drawing a pension. 


The sole proprietor, on the other hand, 
foregoes the advantages of limited liability; 
he is not entitled to Social Security benefits; 
and though he may set up an employees’ 
benefit plan, he himself will not be deemed 
an employee, and hence may claim no share 
in the blessings of the plan save in so far 
as he may derive some indirect benefit from 
the heightened efficiency of his employees. 


Partners, of course, are subject to the 
same disabilities as the sole proprietor. 
Even though the articles of partnership pro- 
vide for the payment to the partners of 
so-called salaries, these, under familiar prin- 
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‘the matter. 


ciples of partnership law, are regarded 
merely as distributions of profits, and will 
not transform the status of owner to that 
of employee. 


The Treasury Department has ruled in 
In I. T. 3350, 1940-1 CB 64, 
it held that partnerships may, like corpo- 
rations, establish pension trusts for the bene- 
fit of bona fide employees; but a general 
partner cannot be an employee of the part- 
nership, and is precluded from participating 
in the benefits of such a trust. 


A similar ruling with respect to sole pro- 
prietors was published in I. T. 3268, 1939-1 
CB 196, in which it was said: 


“Although the trust instrument as orig- 
inally drawn included A [the taxpayer] as 
a beneficiary of the trust, his name was 
withdrawn prior to the effective date of the 
trust since an employer cannot be his own 
employee. If A were included as a bene- 
ficiary, the trust would not operate for the 
‘exclusive’ benefit of his employees as re- 


quired by section 165 of the various Revenue 
Acts.” 


Though these rulings were promulgated 
before the amendments made by the 1942 
Act, there can be no doubt that they are 
still applicable under those amendments, 
perhaps with even greater force. 


Legislative Oversight 


This weighting of the statutory scales in 
favor of the corporate entrepreneur has 
every appearance of a legislative oversight, 
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tion and 


Samuel Smith 


Net income before salaries and pension trust contribu- 


Smith Corpora- 


$100,000.00 





Solomon Price, 


Sole 
Proprietor 





Less: 
OORT EEE EET TET Ee, OO $ 15,000.00 
Employer’s O. A. ; tax on ‘above oh iat Abert Dist we ; 30.00 
Salaries of (other) employees ............... 35,000.00 $ 35,000.00 
Contribution to pension trust on behalf of Smith. 3,000.00 
Contributions to pension trust for (other) employees 7,000.00 7,000.00 
PMD 5263555 race dh ty pach WEI hee $ 60,030.00 $ 42,000.00 
Ee MN EA ITD os See ne ee te $ 39,970.00 $ 58,000.00 
Corporation normal tax and surtax Said ets cw Beira esd oe 13,684.10 
Dividends or business income ..< .. . «6.66 oa sds ce es $ 26,285.90 $ 58,000.00 


15,000.00 
$ 41,285.90 





Adjusted gross income . 


Deductions (assumed to be 10% oll adjusted gross income) 4,128.59 
MN IIE ni sis gine cho OS wares Cee OS Che WS oe ee ees $ 37,157.31 
I as dale ane ko eae a te LS 2,000.00 
Normal tax and surtax net income .................... $ 35,157.31 
UGH UA WE SEUNG. oa acct ccb en ois dc eee tatters $ 15,686.64 
Excess of adjusted gross income over normal tax and 

Ree er ee nt ee at $ 25,599.26 
Employee’s O. A. B. DD cts vowae ppeeemkhewd een ee 30.00 


Annual premium on annuity . 


Net after taxes and annuity premium each year before 


Se CE RREN on ene elke Skt: SMEs $ 25,569.26 
Annual pension or annuity payment after retirement.... $ 5,000.00 
Amount of pension includible in gross income .......... $ 5,000.00 
Amount of annuity includible in gross income (3% of 

total premiums Of $60,000). .... ..... 05 be eee eds 
Optional standard deduction ...: ... . 6.65 6scewsieews. 500.00 





Net income .. 


4,500.00 
1,000.00 


3,500.00 


Exemptions 


Normal tax and surtax net income 











$ 58,000.00 
5,800.00 


$ 52,200.00 
2,000.00 


$ 50,200.00 
$ 25,621.50 





$ 32,378.50 


3,000.00 


$ 29,378.50 
$ 5,000.00 


$ 1,800.00 








Normal tax and surtaxon $3,500 ..... 0... ccc teins $ 693.50 
Normal tax and surtax on $1,800 (from tax table)...... $ 120.00 
Excess of pension or annuity over normal tax and surtax. $ 4,306.50 $ 4,880.00 
Social security benefits (at $84 per month)............. $ 1,008.00 
Net after taxes each year after retirement .............. $ 5,314.50 $ 4,880.00 
Aggregate receipts after taxes, premiums, etc.: 
20 years betore retirement ......... 2... wii evasion: $511,385.20 $587,570.00 
ee 53,145.00 48,800.00 
UIE ashes hcia eats Gig lclern ae 6 Sicitng Ugo ots $564,530.20 $636,370.00 
SED. cs andaes ckenesoemebs dale deere nieaee $ 71,839.80 
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tending to counteract the current govern- 
mental program of aid and encouragement 
to small business and to the self-employed 
veteran. If discrimination there must be, 
it would seem fairer to tip the scales the 
other way, for the balance of economic ad- 
vantages is generally conceded to be on the 
side of the corporation. 


In reply to the possible rejoinder that 
the corporate form of organization is avail- 
able to any discontented proprietorship 
or partnership upon payment of a small 
filing fee, it may be pointed out that most 
professional enterprises—and these com- 
prise a very large proportion of noncorpor- 
ate businesses—are prohibited by statute, 
by canons of ethics or by the rules of an 
association or exchange, from operating in 
the corporate form. There are law, account- 
ing, and brokerage firms in the larger cities 
whose partners are numbered by the score; 
these firms conduct business on a scale 
dwarfing many corporate ventures. Fre- 
quently, in such firms, the partners outnum- 
ber the employees; and some of the partners 
may draw less in profit distributions than 
some of the employees receive in salaries. 
No reason is apparent why partners in firms 
of that type should not have equal advan- 
tages with corporate officers in providing 
for their superannuation. 


At this point in the consideration of the 
question, therefore, remedial legislation 
seems to be in order. 


Parallel Computations 


3ut before we begin wiring our represen- 
tatives in Congress, let us see, by means of 
parallel computations, how the stockholder 
and proprietor actually fare under our pres- 
ent tax laws, assuming facts which, so far 
as possible, are identical in both cases. 


Let us suppose that Samuel Smith, sole 
stockholder and president of the Smith Cor- 
poration, and Solomon Price, sole proprie- 
tor, are both engaged in the wholesale toy 
business. Each is forty-five years old and 
wishes to retire at sixty-five on a yearly 
pension or annuity of $5,000, for which, it 
will be assumed, the level annual premium, 
with insurance features and with ten years 
certain, is $3,000. During the twenty years 
before retirement, Smith has a wife and two 
dependents, and so has Price. After retire- 
ment, each has a wife but no other depend- 
ents. The wives have no independent 
income at any time. Smith and Price have 
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no-sources of income other than their toy 
businesses, which are of equal size, having 
the same number of employees and doing the 
same volume of business. Both have estab- 
lished duly qualified employees’ pension 
trusts. To make comparison possible, it 
must be assumed that the Smith Corpora- 
tion distributes all of its earnings as taxable 
dividends to Smith. See the computations 
on p. 624. 


It now appears that despite all the advan- 
tages conferred upon him by the corporate 
form of doing business, including the right 
to Social Security benefits after retirement, 
Smith is actually worse off than Price to the 
tune of $71,839.80 for the thirty-year period, 
or an average of $2,394.66 per annum. The 
difference would be even greater if it were 
assumed that Price invested the excess of 
his pre-retirement net income over Smith’s, 
and if compound interest on such invest- 
ment were taken into account. 


Similar computations for a partnership 
with m equal partners as against a corpora- 
tion with n equal stockholder-officers, based 
upon comparable assumptions, would have 
the same result. 


Of course, these results would be different 
if Price found himself in a higher surtax 
bracket because of income from _ other 
sources. The tax cost of his annuity would 
then be greater. But the increase would be 
attributable to his good fortune in having 
additional income, and not to any discrim- 
ination inherent in the operation of the tax 
laws. 


Evidently, then, it is actually cheaper for 
the sole proprietor or partner to remain un- 
incorporated, purchasing a retirement an- 
nuity out of his own funds and foregoing 
Social Security benefits, than to incorporate 
and have its pension paid for by the corpo- 
ration without tax cost. 


This conclusion results, of course, from 
the double taxation of corporate earnings. 
If the proposal to do away with that feature 
of our tax system ever should be consum- 
mated, it is submitted that the amendment 
of Section 165 should be given due consid- 
eration. For example, if corporations were 
given a deduction for dividends paid, Smith’s 
net after taxes in each year before retire- 
ment would be $31,189.47, instead of 
$25,569.26, as compared with Price’s net 
after taxes and annuity premium of 
$29,378.50. 
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The computation is as follows: 


Corporate net income before salaries and pension trust contributions $100,000.00 


Salaries and pension trust contributions as above $ 60,030.00 
Dividends . Lk 39,970.00 


$100,000.00 


nil 


Dividends as. above abs $ 39,970.00 


eee Ps ithe G2 15,000.00 


Adjusted gross income $ 54,970.00 
Deductions (10%) .. ; ere em tarps: 5,497.00 


Net meome ......... ae eet $ 49,473.00 
Exemptions .... gee WET oe 2,000.00 


Normal tax and surtax net income .. ty $ 47,473.00 


Normal tax and surtax ... Msp $ 23,750.53 


Excess of adjusted gross income over normal tax and surtax $ 31,219.47 
Employee’s O. A. B. tax ..... A en ah eei ae ws 30.00 


Net after taxes each year before retirement ... so aatebos $ 31,189.47 


In view of the policy of integration of pen- forthcoming revision of the Social Security 
sion plans with social security, the amend- laws to provide coverage for self-employed 
ment of Section 165 might quite appropri- individuals. 
ately be considered in connection with any [The End] 


—<——$____ 


Two Programs on Federal Taxation Announced 


Two intensive one-week lecture courses on federal taxation, will be given by 
the Practising Law Institute during the weeks of July 21 and July 28 as part of 
its annual Summer Session at New York City. A thorough grounding in the basic | 
concepts and rules of federal income, estate and gift taxes and the procedure 
before the Treasury Department and the federal courts in tax matters will be 
provided in the course on Federal Taxes and Tax Procedure which meets from 
July 21 to July 25. In the second course, which is scheduled from July 28 to 
August 1, the handling of taxpayers’ problems in connection with their business 
affairs, investments, and personal estates will be emphasized. 


The Institute’s Summer Session which meets from July 7 to August 1 will 


include also intensive courses in General and Trial Practice, Banking, Labor and 
Patent Law. 
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( N NOVEMBER 29, 1946, the Kentucky 

Court of Appeals, in the case of Reeves, 
et al. v. Adams Hat Stores, Inc., et al.; invali- 
dated the Kentucky Chain Store Tax.? The 
court scrutinized the provisions of the act 
in question, characterizing it as a revenue, 
and not a police measure; and, accordingly, 
held the classifications provided therein to 
be unreasonable and in violation of Section 
171 of the Kentucky Constitution, which 
requires that taxes shall be uniform on all 
property of the same class. In this con- 
nection the Kentucky court followed its 
own decision previously rendered in the 
case of The Great Atlantic and Pacific Tea 
Co. v. Kentucky Tax Commission’ 


The decision is doubly interesting in view 
of the fact that. the Kentucky Legislature, 
in 1940, had obviously attempted to follow 
the advice laid down by the Kentucky Court 
of Appeals, in holding the 1936 act uncon- 
stitutional.* The majority opinion in the 
A & P case had stated via dictum that if 
the Legislature had only invoked the police 
powers of the State the court would have 
been obliged to uphold the tax despite the 
uniformity provisions contained in the Ken- 
tucky Constitution. The Governor and the 
1940 Legislature, acting upon this. obvious 
invitation to enact a chain store tax under 
the police powers inherently possessed by 
the State in its sovereign capacity, passed 
the act in question.’ Their present bewilder- 
ment is quite understandable when it is 
noted that the decision in the Reeves case, 
in addition to flowing contrary to the dictum 
in the A & P case, was joined in even by 





1Commerce Clearing House, Inc., (Kentucky 
State Tax Reports { 41—503). 

2? Chapter 174, Laws of 1940 (K. R. S. 137, 200). 

3278 Ky. 367, 128 S. W. (2d) 581 (1939). 

4 Great A & P Tea Co. v. Kentucky Tax Com- 
mission, supra, note 3. 
5 Note 2. 
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The Chain Store Tax 
A Study of Its Nature and Effects 


By JESSE D. BERMAN... 


accountant and associated with the Darling Stores Corporation 








New York tax attorney and 


those judges who supported the earlier act, 
and at that time favored the special tax 
against chain stores.® 


The Department of Revenue of Kentucky 
has filed a petition for rehearing of the 
Reeves case, but it will probably be several 
months before a decision will be had in the 
matter. In the meanwhile, the Department 
has issued a circular letter advising all 


‘chain store operators that the date for filing 


applications for licenses and payment of 
the tax for the year 1947 was extended from 
January 2, 1947 to May 2, 1947. 


If the petition for rehearing is denied, or 
if, the petition having been granted and re- 
hearing had, the previous decision is re- 
affirmed, the State of Kentucky will be 
compelled to refund to the thirty companies 
which joined in the suit with the plaintiff 
Reeves, sums totalling $568,806.00." This 
sum will automatically be refunded. Other 
companies which, during the course of the 
years, had paid the tax under protest will 
also receive refunds in due time. With re- 
spect to those companies, however, which 
neither brought suit, nor paid under protest, 
the question is somewhat doubtful. It is 
possible that in the last-named cases, it 
will be necessary that the 1948 General 
Assembly pass an enabling act in order 
that these companies, which paid in a total 
of $431,000.00 on account of the tax, be 
reimbursed.® 


Chain-store taxes were in large measure, 
fruits of the last depression, which began 
in or about the year 1930. Accordingly, 
an examination of the circumstances sur- 
rounding the enactment of this type of tax 





6 Note 4. 
7 Mid-South Reporter, Vol. VII, No. 12 (Dec. 
1946), p. 2. 
5 Note 7. 
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in the various States would undoubtedly 
serve a useful purpose at the present time, 
—especially in view of the dire predictions 
of some economists to the effect that 
another depression may be in the making, 
and soon. 


Why Chain Store Tax Legislation? 


In 1929 there were 7,061 chain store 
organizations in the United States, repre- 
senting 10 per cent of all retail stores. Of 
all retail sales consummated in the country 
in that year, chain store sales consisted of 
about eleven billion dollars or twenty-two 
per cent.® 


In the grocery field three companies, the 
Great Atlantic and Pacific Tea Company 
(A & P), the Safeway Stores, Inc., and 
the Kroger Grocery and Baking Company 
operated 25,000 stores in the year 1930. 
Their combined sales for that year reached 
the impressive total of $1,600,000,000, of 
which sum the A & P alone accounted for 
$1,065,000,000 through the operations of its 
15,378 stores.” 


As a counter measure and in order to 
meet the grim actuality of chain-store com- 
petition independent retailers, organized 
themselves into cooperatives. In 1930, there 
were 395 active cooperatives in the grocery 
field alone, numbering among their member- 
ship 53,400 retail stores, doing an annual 
business of between $600-$700 million.” 


The advantages which chain stores are 
believed to enjoy over independent mer- 
chants are as varied as they are numerous. 
The general property tax for example, is 
supposed to hit the independent merchant 
harder than it does the chain-store. Accord- 
ing to this view the inequality arises because 
of the relatively greater inaccessibility of 
property tax information in the case of chain 
stores, the possibilities open to them for 
higher turnover with smaller stock, alleged 
stock manipulation, etc.” 


In addition to this advantage, chain 
stores are said also to enjoy certain unfair 
economic advantages, such as, for example, 
purchasing at greater discounts. Further, 
there is the argument that the chain store 


® Final Report of the Federal Trade Commis- 
sion of its Investigation of the Chain-Store In- 
dustry, 74th Congress, ist Sess., Senate Docu- 
ment No. 4, pp. 4 and 5. 

10 See Note 9. 

1113 Temple University Law Quarterly 103 
(1938). 

122Cf. Groves, Financing Government, (Rev. 
Ed. 1946 Henry Holt & Co., New York, p. 286). 


is a social menace and, accordingly, should 
be taxed, either out of existence, or at least 
to a degree which will discourage its further 
development.” 


In its statement of public policy prefacing 
its chain-store act the Louisiana Legisla- 
ture stated: 


“Because of the advantages accruing from 
the operation of multiple stores wherever 
situated, and because of the basic difference 
inherent in such character of operations, 
there is hereby levied an annual tax,” ™ etc. 


The Florida Legislature put the matter 
much more completely and bluntly in the 
following language: 


“ 


. due to the greater specialization in 
management and methods, the advantages 
of mass buying, of intensive selling, of 
more efficient utilization of capital assets, 
of the specialized character of their mer- 
chandising and the more efficient coverage, 
and results obtained from their advertising, 
stores operated in multiple units enjoy an 
advantage over individually owned and 
operated stores to the extent that it is fit 
and proper that such stores should be 
separately classified for the purpose of such 
privilege taxation; and further, that the 
increasing growth of chains and greater 
multiplication of units of stores tend to 
foster monopoly and to create unemploy- 
ment by driving out of business their com- 
petitors who do not enjoy such advantages 
and that therefore the multiplication and 
extension of such units of chain stores 
should be discouraged as a matter of public 
policy.” » 


Looked at from a broad viewpoint, sta- 
tistics compiled by the Harvard University 
Graduate School of Business Administra- 
tion * would seem to indicate that the ef- 
ficiency of chain stores increases as they 
increase in size. As the sales per store ad- 
vance, it seems that salaries and wages 
measured in terms of percentages against 
net sales slowly decline, while tenancy costs 
increase rapidly. Moreover, the turnover 
of inventory is much greater in proportion 
as the chain is larger. The over-all result 
is that the percentage earned measured 
against net worth is about 11%, a very high 
figure in contrast with the rate earned by 
the larger of the department stores, which 


13 Ibid., n. 12, p. 287. 

14 Dart’s Gen. Statute (1932) tit. 57, as am., 
c. 23, Section 8664. 

1% Florida Laws, 1935, c. 16848, Sec. 1. 

16 Hxpenses and Profits of Limited Price Va 
riety Chains in 1938, Harvard University Grad- 
uate School of Business Administration. 
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in 1938, for example, realized only slightly 
more than half as much.” The data™ pro- 
vides no evidence, however, ‘that the rate 
of return improves with increasing size. 
On the contrary, the largest-sized group 
shows the lowest rate of earnings.” 


A study of the operating results of thirty- 
four food chains in 1934” brings out certain 
tendencies: as the chain increases the aver- 
age “markup” increases, while at the same 
time the net cost of merchandise decreases. 


From a financial point of view, chain 
stores, by and large, have been very suc- 
cessful. The reasons are well-known, but 
may be set down, categorically, as follows: 
(1) The opportunity for quantity purchases, 
with concomitant greater discounts; (2) 
Possibility of instituing more efficient stand- 
ard methods and procedure; (3) Rapid turn- 
over of inventory; (4) Business done on a 
cash basis; (5) Generally, no delivery costs; 
(6) Freight and Warehouse Savings; (7) 
Administrative expenses can be cut to a 
minimum; (8) Better management can be 
attracted because of higher salaries. The 
end-product of all these savings must in- 
evitably be reflected in lower operational 
costs, and, usually, in a higher net profit 
than is the case with other types of retail 
concerns.” 


These background facts, then, must 
always be kept in mind in any study and 
analysis of chain-store tax legislation. 


Chain Store Tax Legislation: 
Its Constitutionality 


The earliest chain-store tax statute to 
come before the Supreme Court of the 
United States was that involved in the 
celebrated case of State Board of Tax Com- 
missioners v. Jackson,” where, in a 5-4 deci- 
sion, the Court sustained an Indiana law 
which levied a graduated tax upon stores, 
starting with $3 for one store and ending 
with a rate of $25 per store where the chain 
was in excess of 20 stores. Mr. Justice 
Roberts, writing for the majority, held that 
chain stores differed sufficiently from de- 
partment stores, mail order houses, and 
independent stores, so as to warrant a 


% Lincoln, Applied Business Finance (5th Ed. 
1941, McGraw-Hill Book Company, Inc., New 
York), page 618. 

18 Note 16. 

19 Ibid. 

° Expenses and Profits of Food Chains in 
1934, Harvard University Graduate School of 
Business Administration. 

"1 Lincoln, op. cit. n. 17, at pages 618 and 619. 

22 283 U. S. 527, 51 Sup. Ct. 540 (1931). 
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separate classification for license tax pur- 
poses; that, accordingly, there was a rea- 
sonable classification for tax purposes. He 
based his reasoning on the fact that the 
chain feature could reasonably be con- 
sidered as giving such business an addi- 
tional ability to pay, and supported this 
contention by citing the standardization of 
equipment and display, uniformity of store 
management, more rapid turnover of in- 
ventory, etc. For the minority, Mr. Jus- 
tice Sutherland contended that the fact that 
business is conducted under more than one 
roof is not a sufficient basis for separate 
treatment; that the classification was un- 
reasonable, since the relationship between 
chaining and the volume of trade was 
neither necessary nor valid, inasmuch as a 
department store may do as much business 
as, or even more than, a chain of stores. 


In 1933, the Supreme Court, in a 6-3 deci- 
sion, held unconstitutional a Florida statute 
which classified chain stores in accordance 
with whether or not they extended into 
more than one county.” This the Court 
held to be an unreasonable classification. 
In a dissenting opinion, Mr. Justice Brandeis 
set forth his fundamental philosophy, which 
indicated that in practically any and all 
cases involving taxes on chain stores, he 
would be found among that number favor- 
ing the tax: “size alone gives to giant cor- 
porations a social significance not attached 
ordinarily to smaller units of private en- 
terprise.” ** 


In agreement with the statement of policy 
of the Florida Legislature, previously set 
forth therein,” Justice Brandeis contended 
that it was not unreasonable for the legis- 
lature to believe that certain chain stores 
promote absentee ownership, convert inde- 
pendent merchants into clerks, enhance the 
concentration of weath and power, and sap 
“the resources, the vigor and the hope of 
smaller cities and towns.” ™ 


Where the classification is reasonable, the 
court will uphold the statute even though 
the tax may be so high in the upper ranges 
as to be almost confiscatory in effect. So, 
in Fox v. Standard Oil Company of New 
Jersey" the Supreme Court, in a 5-4 deci- 
sion, (the majority opinion being written 
by Mr. Justice Cardozo), sustained a West 
Virginia tax which ranged from two dollars 


2% Louis K. Liggett Co. v. Lee, 288 U. S. 517, 
53 Sup. Ct. 481 (1933). 

% Tbid., at p. 565. 

25 Note 15. 

26 288 U. S. 517, at 569. 

7 294 U. S. 87, 55 Sup. Ct. 333 (1935). 








for one store to a high of $250 on stores in 
excess of 75. 


However, in Stewart Dry Goods Company 
v. Lewis,* Mr. Justice Cardozo again found 
himself, in company with Justices Brandeis 
and Stone, in the minority, in a 6-3 decision 
holding a Kentucky statute unconstitu- 
tional. The Kentucky tax based its rate 
graduations in accordance with the volume 
of sales, making no special mention of chain 
stores as such. Both independent and chain 
stores were compelled to pay the tax, which 
started at 1/20 of one per cent on the first 
$400,000 of sales and went to one per cent 
on sales over $1,000,000. Mr. Justice Rob- 
erts, writing for the majority, held that the 
tax was in violation of the equal protection 
laws of the United States Constitution; that 
classification by volume of sales alone was 
arbitrary and unreasonable; and ‘that, if 
some corrective for the practical workings 
of the general property tax was required, 
such corrective should take the form of a 
net income or a flat sales tax. 


A reading of portions of Mr. Justice 
Cardozo’s dissenting opinion makes it clear 
why the chain store tax cases have almost 
invariably ended in split decisions, with at 
least three members of the Court always 
found in support of the position upholding 
the right of State Legislatures to single out 
chain stores for special treatment: ” 


“The large dealer, it is said, occupies, 
both absolutely and relatively, a position 
of economic superiority by reason of the 
volume of his business. In this view, to 
make his tax heavier, both absolutely and 
relatively, is not arbitrary discrimination, 
but an attempt to proportion the payment 
to capacity to pay and thus to arrive in 
the end at a more genuine equality.” 


“Tables prepared by a witness on the 
basis of returns to the state tax commis- 
sion show that, . on the whole, net 
earnings in a business were higher when 
sales were large than they were in the same 
business when sales were comparatively 
small. In brief, there is a relation of cor- 
respondence between capacity to pay and 
the amount of business done. Exceptions, 


28 204 U. S. 550, 55 Sup. Ct. 525 (1935). Pre- 
viously upheld by the Kentucky Court of Ap- 
peals in Moore v. State Board of Charities and 
Correction, 239 Ky. 729, 40 S. W. (2d) 349. In 
accord with Supreme Court decision; Valentine 
v. Great Atlantic and Pacific Tea Co., 299 U. S. 
32, 57 Sup. Ct. 56 (1936), an Iowa statute; 
Lane Drug Stores, Inc. v. Lee, 11 F. Supp. 672 
(N. D. Fla. 1935). 

2 Justices Brandeis, Cardozo, and Stone. 

% Tbid., at p. 569. 


of course, there are. The law builds upon 
the probable, and shapes the measure of the 
tax accordingly.” 


“Once more, it is no answer to say that, 
though capacity to pay is enlarged on the 
average by an increase of the sales, there 
are times when sales increase and yet the 
outcome is a loss. No loss has been suffered 
by any of the petitioners, unless it be in 
one instance as the result of inefficiency, and 
so the findings show. In so far as the stat- 
ute fails to make allowance for the con- 
tingency of loss, it is certainly not arbitrary 
in its operation as to those realizing a gain, 
and they will not be heard to complain that 
it is arbitrary as to others.” 


“At the very least, an increase of gross 
sales carries with it an increase of op- 
portunity for profit, which supplies a ra- 
tional basis for division into classes, at all 
events when coupled with evidence of a 
high degree of probability that the op- 
portunity will be fruitful. 


“Many a pertinent analogy reinforces this 
conclusion. The tax upon a long chain of 
stores is often at a higher rate than the tax 
upon a short one. (State Board of Tax Com- 
missioners v. Jackson, 283 U. S. 527,51 S. Ct. 
540), yet it may happen that in lean years, 
still more in financial crises, the greater 
the number of stores, the less the actual 
gain. (Fox v. Standard Oil Company, 294 
U. S. 87, 55 S. Ct. 333, 79 L. Ed. 780; 1935). 
The presence of such a possibility does not 
make the graduation wrongful.” .. .* 


In 1937, the Supreme Court again split, 
this time by a vote of 4-3, when confronted 
with the Louisiana Chain store tax statute.” 
The Louisiana law was upheld despite the 
fact that the tax was graduated in accord- 
ance with the number of stores in the chain 
wherever located, whether inside or outside 
of the state, and under the same general 
management, ownership, or supervision, 
although payable only on those stores which 
were located within the state boundaries. 
The majority argued that, “If the competi- 
tive advantages of a chain increase with the 
number of its component links, it is hard 
to see how these advantages cease at the 
state boundary.” * 


3 Tbid., at p. 5 

2 Ibid., at p. 5 

3 TIbid., at p. 57 
% The Great Atlantic and Pacific Tea Co. v. 
Grosjean, 301 U. S. 412, 57 Sup. Ct. 772 (1937). 
*% Ibid. And further at page 420: ‘. .. all 
the stores of a retail chain contribute to the 
central purchasing power of the chain irrespec- 
tive of state lines and location of stores, and 
(Footnote continued on page 631.) 
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The question of the constitutionality of 
chain store tax legislation under the provi- 
sions of the federal Constitution is not to 
be confused with that under the various 
state constitutions. Practically all chain 
store taxes which have been struck down 
by the United States Supreme Court have 
been held to come within the inhibition of 
the “equal protection” clause of the Four- 
teenth amendment to the federal Constitu- 
tion. So far as the states themselves are 
concerned, the question of validity of such 
taxes arises under the uniformity clauses 
of the state constitutions, of which the 
following, taken from the constitution of 
Pennsylvania is fairly typical: 


“All taxes shall be uniform upon the 
same class of subjects within the territorial 
limits of the authority levying the tax, and 
shall be levied and collected under the gen- 
etal laws .-. 2"* 


The latter type of clause, contained in 
state constitutions, does not, however, serve 
to control the decisions of the Supreme 
Court of the United States. The Four- 
teenth amendment to the federal Constitu- 
tion does not require uniformity of taxation 
on the part of the states.” But in F. W. 
Woolworth Co. v. Harrison,® the Georgia 
Supreme Court held unconstitutional a tax 
levied only against those operating in excess 
of five stores, on the ground that such 
classification was arbitrary and, accord- 
ingly, the tax void under both the state and 
federal constitutions.” 


In accord with the United States Supreme 
Court, Vermont has held unconstitutional 
a graduated chain store tax based upon gross 
receipts rather than on the number of units 
contained in the chain.“ 


(Footnote 35 continued.) 

increase the per unit multiple advantage en- 
joyed by the operator of the system; that the 
greater the number of units the greater the 
purchasing power of the chain, the greater the 
rebates and allowances, the greater the advan- 
tages in advertising, the greater the capital 
employed, the greater the economic and social 
consequences, and the lower the cost of distri- 
bution and overhead.”’ 

36 Pa. Const. Art. IX, Sec. 1. 

37 Magoun v. Illinois Trust and Savings Bank, 
170 U. S. 283, 18 Sup. Ct. 594, at p. 295: ‘‘The 
Federal Constitution imposes no restraints on 
the state in regard to unequal taxation.’’ 

38 171 Ga. 891, 156 S. E. 904 (1931). 

39 See also The Great Atlantic and Pacific Tea 
Company wv. Kentucky Tax Commission, 278 
Kentucky 367, 128 S. W. (2d) 581 (1939); Ameri- 
can Stores Co. v. Boardman, 336 Pa. 36, 6 Atl. 
(2d) 826 (1939), holding chain store tax legis- 
lation, as such, to be void under the uniformity 
provisions of the respective state constitutions. 

* The Great Atlantic and Pacific Tea Co. v. 
Harvey, 107 Vt. 215, 177 Atl. 423 (1935). 


The Chain Store Tax 


And where a tax upon gross sales 1s 
graduated in accordance with the number of 
units such tax has been held to be invalid 
with respect to the graduated gross. sales 
portion.” 


In none of the states where, by reason 
of provisions contained in the respective 
state constitutions, graduated income and 
inheritance taxes have been held to be un- 
constitutional, do we find chain store tax 
legislation: Illinois, Massachusetts, Wash- 
ington.” 


The states of Louisiana and South Caro- 
lina, on the other hand have provisions in 
their respective constitutions expressly per- 
mitting the levy of graduated license taxes.” 
In fact, South Carolina has gone further in 
this regard than any other state, in that it 
has enacted legislation empowering its 
municipalities to pass chain store tax legis- 
lation.“ | 


Chain Stores Defined | 


The Florida Chain Store Tax Act, which 
has, in other respects, been seen to go into 
the subject more fully than most other 
states,” also supplies us with one of the 
more comprehensive definitions of the chain 
store: 


“4 chain’, ‘chain of stores,’ or ‘chain stores,’ 
as used in this act shall mean a group of 
two or more stores within this state 
under the same general management, 
supervision, control, or ownership 
the essential test being that such group of 
stores is ultimately controlled or directed 
by one management or association of ulti- 
mate management.” “ 


Contrast this definition with the one con- 
tained in the former Minnesota statute: “ 


“Conducting a business by the system of 
chain stores shall mean conducting such 
business from two or more stores under a 
single or common ownership, supervision, 
management, or control.” 


1 State ex rel. Adams v. Lee, 122 Fla. 639, 
166 So. 249 (1935); State ex rel. Lane Drug 
Stores, Inc. v. Simpson, 122 Fla. 639, 166 So. 
249 (1935). 

42 Note 11. 

43 Ibid. 

44 See Great Atlantic and Pacific Tea Co. v. 
City of Spartanburg, 170 S. C. 262, 170 S. E. 
273 (1933). The City of Winston-Salem, in 
North Carolina, has also enacted a chain store 
tax. See also CCH, State Tax Guide, Para- 
graph 16-000, page 1011 (Report 149, 3-8-46). 

45 See note 15. 

46 Florida Laws, 1935, ch. 16848, Sec. 2 h. 

47 Minn. Laws, ist Spec. Sess. 1937, ch. 93, 
Part 1, Sec. 3). 
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Michigan follows the language employed 
by the Florida legislature, but is even more 
specific in defining ownership or control: 


“The provisions of this act shall be con- 
strued to apply to every person, firm, cor- 
poration, copartnership or association, either 
domestic or foreign, which is controlled or 
held with others by a majority stock owner- 
ship or ultimately controlled or directed by 
one management or association of ultimate 
management.” “ 


The language used by the Michigan legis- 
lature is obviously designed to prevent 
evasion of the chain store tax provisions by 
means of corporate reorganization, or any 
other complicated device. The state taxing 


authorities are thus enabled to “lift the 
corporate veil” and reach out to bring 
within the fold those who, in the final 


analysis, own or control the chain.” 


Practically all of the states impose the 
chain store tax as an addition to, and inde- 
pendent of, all other licenses and taxes, such 
as, for example, general property taxes and 
merchants’ occupational licenses. Idaho, 
however, permits the taxpayer to offset the 
real property tax against the chain store 
license tax.” 

Some deviations from the ordinary run 
of chain store tax legislation should be 
singled out for special mention. For ex- 
ample, the state of Tennessee bases its tax 
on floor space; Michigan, on the number 
of counters; and Florida on inventories in 
addition to the usual measurement by 
units.” 


Few chain store acts mention co-operative 
organizations directly. Minnesota,” Mon- 
tana,” and South Dakota,™ expressly exempt 
_ cooperatives from chain store tax legisla- 
tion. Iowa exempts those cooperative asso- 
ciations “not organized for profit;’™ and 
Wisconsin extends to co-ops a limited ex- 
emption.” 

Usually, gasoline stations are exempt, 
although in the case of Fox v. Standard Oil 
Company: of New Jersey, previously cited,” 
the Supreme Court upheld a West Virginia 
law which, according to evidence submitted 





*8 Michigan Compiled Laws, Sec. 9757-9. 

* “*The act looks beyond the corporate fiction 
to actual ownership, and we think is not in- 
valid.” C. F. Smith Co. v. Fitzgerald, 270 
Mich. 659, 259 N. W. 352. 

5% J. C. Penney Co. v. Dilfendorf, 54 Ida. 374, 
32 Pac. (2d) 784 (1934). 

CCH State Tax Guide Reporter { 16-000. 

52 Note 47, Ibid., Sec. 1. 

53 Mont. Laws of 1937, Ch. 199, Sec. 5. 

%S. D. Laws of 1937, Ch. 242, Sec. 2. 

% Iowa Laws of 1935, Ch. 75, Sec. 32. 

% Wis. ist Spec. Sess. 1937, Ch. 12, Sec. 76.75. 


by the Standard Oil Company, was pri- 
marily a tax on chain gasoline stations.™ 


Georgia specifically includes mail order 
houses in its act, placing an almost pro- 
hibitive license fee thereon ranging from 
$2,000 for one store per year to $10,000 per 
store for each store in excess of four.” 


Present Status 
of Chain Store Tax Legislation 


The chain store tax was one of the fruits 
of the last great depression. For instance, 
in 1931 a total of 175 measures were intro- 
duced in practically every state legislature.” 
In 1933, 225 chain store tax bills were given 
consideration by 46 state legislatures.” In 
the first ten weeks of 1935, the legislative 
hoppers were jammed with a hundred meas- 
ures. More than fifteen municipalities had 
under advisement legislation of a similar 
type.” In fact, even the federal government 
made an effort in this direction when in 
1938 Representative Dwight Patman intro- 
duced a chain-store tax bill in the House 
of Representatives.® 


The reasons advanced in almost every in- 
stance for the support of this type of legis- 
lation were two-fold: 


(1) Chain-stores were destructive of small 
business; and 


(2) The tax would provide a fruitful 
source of new revenue, a rather attractive 
prospect for those states and municipalities 
which, it will be recalled, found themselves 
in great financial difficulties during the 
depression years. 


However, the chain store tax has largely 
failed to measure up to the great hopes 
held out for it in those early years. So 
much so that despite the early flurry of 





51 See note 27. 

58 Gasoline stations paid 84.46 per cent of the 
tax while doing only 4.6 per cent of the busi- 
ness done by chain stores. Standard Oil claimed 
that it alone paid 42.16 per cent of the tax. 
Ibid. However, the all-inclusive character of 
the definition of ‘‘chain store’’ as contained in 
the statute was cited by the state to defeat the 
company’s contention: 

“The term ‘store’ as used in this act shall 
be construed to mean and include any store 
or stores or any mercantile establishment or 
establishments which are owned, operated, main- 
tained and/or controlled by the same person, 
firm, corporation, copartnership, or association, 
either domestic or foreign, in which goods, 
wares, or merchandise of any kind are sold, 
either at retail or wholesale.’’ (Ibid., p. 95). 

5° Georgia Laws of 1937, No. 355, Sec. 1a. 

#13 Temple University Law Quarterly 103 
(1938). 

6 Tbid. 

® Tbid. 

83 Ibid. 
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great activity above mentioned, only twenty 
states and several municipalities today have 
chain store tax legislation on their statute 
books;“ while at one time or another as 
many as twenty-seven states had levied 
taxes on chain stores.® 


A table prepared by the Tax Policy 
League“ in 1940 discloses that the chain 
store tax has produced very little revenue 
—in fact, the tax provided the smallest 
return of any of the state taxes, with only 
two exceptions. In 1936, total state yields 
were $4,617,089; in 1939, $5,086,030. This is 
to be contrasted with state taxes™ such 
as gasoline: 1936, $655,519,855; 1939, 
$800,089,161. Sales and use taxes (including 
gross receipts, and gross income taxes): 1936, 
$351,674,647; 1939, $440,035,949; Motor Ve- 
hicle: 1936, $338,157,052; 1939, $384,240,415; 
etc. 

It may safely be concluded, then, that the 
primary purpose of the chain-store tax, at 





*% See Appendix. 

% Lincoln, op. cit. n. 17, p. 827. 

% State Tax Yields Summarized by Type of 
Taxes, 1936 and 1939 Tax Policy League Bulle- 
tin, Jan. 1940, p. 3, as revised. 








least at the present time, is not to raise 
revenue, but rather, to paraphrase words 
often used by the late, great Mr. Justice 
Brandeis, “to curb bigness”. Justice Brandeis 
looked upon sheer bigness as an evil in 
itself, to be eliminated if at all possible; 
but, if not possible, then at all events to 
be restrained within limits of reasonable 
expansion. The situation is paradoxical, to 
say the least: it is a commonly-accepted 
fact that chain stores have offered savings 
to the consumer, in the form of lower prices, 
not previously attainable from independent 
merchants. And yet these taxes which have 
a direct tendency to raise the price at which 
goods must be sold to the consumer have 
also gained a wide acceptance among the 
people. Although fewer states today have 
chain store tax legislation on their books 
than before—that is, since this type of tax 
first came into being in 1931—it remains 
to be seen what the non-chain-store tax 
state legislature will do when, in the event 
of another depression, independent mer-- 
chants again raise a hue and cry through- 
out the land to tax the chain stores out of 
existence. {The End] 


APPENDIX 
States Having Chain Store Tax Legislation 


© Thid. 
Rates 
State Minimum Maximum 

Alabama ......... $ 1.50 $113 
eo 2.00 300 
Delaware* ........ Even rate 
Pioriga .. 0.66. 10.00 400 
GOOTOIA ona 2.00 200 
Wc dn 5.00 500 
Indiana 3.00 150 
Iowa... ee ee 5.00 155 
Kentucky ** ....:... 25.00 200 
Lowmisiona... ...°... 10.00 550 
Maryland 5.00 150 
Michigan 10.00 250 
Mississippi 10.00 300 
Montana Bi as 5.00 200 
North Carolina.... 65.00 250 
South Carolina .... 5.00 150 
South Dakota 1.00 150 
Tennessee ........ 

Texas = 1.00 750 
West Virginia 2.00 250 


Additional or Unusual 
Features 


Plus $10 per $1000 of inventory. 


Plus excise tax of $2 per store. 


Classified according to number in na- 
tional chain. 

Classified according to number in na- 
tional chain. 

Plus traders’ tax on stock-in-trade. 

Counter tax: $10-$25 per counter. 

Classified according to number in 
tional chain. 


~ 


la- 


$3 per 100 square feet floor space of each: 
store (one store exempt). ($4.50 per 
100 square feet for corporations con- 
trolled by non-residents.) 


* Since the Delaware Act has an even rate, it seems that it cannot, strictly speaking, 


be classified as a chain-store tax, though most pubiications do so. 


of the chain store tax is the graduated rate. 


The heart and soul 


** The Kentucky statute was declared unconstitutional by the Kentucky Court of 
Appeals in the case of Reeves v. Adam Hat Stores, Inc., on November 29, 1946. 


——$— 


The Chain Store Tax 

















The relative advantages and disadvantages taxwise of 


TENANCIES 
Joint, in Common and by the Entirety 


By JOHN DANE, Jr. 


The author is a member of the law firm of Choate, Hall and Stewart 
of Boston, Massachusetts 


pre the average taxpayer the question 
of whether to take title to property in 
his own name as tenant in common, joint 
tenant or tenant by the entirety, is one of 
the commonest estate planning problems 
which he is called upon to decide. In fact, 
the question is one of such everyday occur- 
rence that often the decision is made with- 
out adequate consideration of the tax fac- 
tors. In order that property owners and 
prospective property owners may choose a 
form of tenancy best suited to their require- 
ments, the gift, estate and income tax con- 
sequences of each type of tenancy, as set 
forth in the following paragraphs, should be 
carefully compared. 


Joint Tenancy—Gift Tax 


Where A purchases property with his 
own funds and has title to it conveyed to 
himself and B as joint owners, with rights 
of survivorship which may be defeated by 
either party’s severing his interest (as is 
true in a joint tenancy) there is a taxable 
gift to B of one half of the value of the 
property. (Regulations 108, Section 86.2(5).) 
However, if A creates a joint bank account 
for himself and B (or a similar type of 
ownership where A can regain the entire 
fund without B’s consent), there is a gift 
to B when B draws upon the account for 
his own benefit, to the extent of the amount 
drawn. (Regulations 108, Section 86.2(4).) 


Joint Tenancy—Estate Tax 


Includible in the gross estate of any de- 
ceased joint tenant, is the value of the jointly 
owned property except such part as may be 
shown to have belonged originally to the 


634 


survivor and never to have been received 
or acquired by the survivor from the dece- 
dent for less than an adequate and full con- 
sideration in money or money’s worth. 
Where the decedent and another have ac- 
quired title as joint tenants by gift, bequest, 
devise or inheritance, then only one half of 
the property forms a part of the gross estate 
of the decedent. (I. R. C. Section 811 (e).) 


There will be a credit against the estate 
tax for any gift tax paid. 


Joint Tenancy—Income Tax 


Cost basis of property in hands of sur- 
viving joint tenant: Although where the 
decedent furnished the entire consideration 
for the jointly owned property, the entire 
value of such property is includible in his 
gross estate for estate tax purposes, the cost 
basis of the property to the survivor, under 
I. R. C. Section 113 (a), is the cost of such 
property upon its acquisition by the dece- 
dent rather than its value for estate tax 
purposes on the decedent’s death. None of 
the exceptions provided in Section 113 (a) 
—more particularly the provisions of Sec- 
tion 113 (a) (5), dealing with the acquisition 
of property “by intestacy’—governs. (Helen 
G. Carpenter [CCH Dec. 7853], 27 BTA 282; 
G. C. -M. 6677, 1929-2 CB 172: I. T. 3754, 
1945 CB 143; I. T. 3785, 1946-1 CB 98.) 
Likewise, the holding period of the prop- 
erty in the hands of the survivor runs from 
the date of original acquisition by the joint 
tenants rather than from the date of the 
decedent’s death. 


Deduction of taxes and mortgage interest: 
Either joint tenant may deduct taxes and 
interest actually paid by him during the 
taxable year. (I. T. 3785, 1946-1 CB 98.) 


July, 1947 @e TAX ES—The Tax Magazine 








eived 
dece- 

con- 
orth. 
e ac- 
quest, 
alf of 
estate 
(e).) 


estate 


f sur- 
re the 
ration 
entire 
in his 
1e cost 
under 
f such 
dece- 
te tax 
one of 
13 (a) 
»f Sec- 
lisition 
(Helen 
‘A 282; 
*, 3754, 
'B 98.) 
> prop- 
is from 
1e joint 
of the 


nterest: 

ces and 

ing the 
98.) 





agazine 


Taxation of ordinary income from prop- 
erty held in joint tenancy: Under state laws 
which incorporate the principle that each 
joint tenant is entitled to his share of the 
income received from property held by them 
in joint tenancy, each may report one half of 
the income. (I. T. 3754, 1945 CB 143.) 


Taxation of gains or losses arising from 
sale or exchange of property held in joint 
tenancy: Gains and losses can be allocated 
equally between the joint tenants where 
state law provides that each joint tenant 
has an equal share in the proceeds of the 
sale. (I. T. 3754, supra.) 


Tenancy by Entirety—Gift Tax 


Where a husband purchases property with 
his own funds and has title to it conveyed to 
himself and his wife as tenants by the en- 
tirety, and under the applicable state law 
there is no right of severance by which 
either of the tenants, acting alone, can de- 
feat the right of the survivor to the whole 
of the property, the husband has made a 
taxable gift. (Regulations 108, Section 
86.2(6).) The value of the gift is the entire 
value of the property less the value of the 
right, if any, of the donor spouse to the 
income or other enjoyment of the property 
during the joint lives of the spouses, and the 
value of the right of the donor spouse to 
the whole of the property, should he be the 
survivor. The value of each of such rights 
is to be determined in accordance with the 
Actuaries’ or Combined Experience Table 
of Mortality, as extended. A case of this 
character (provided the gift is completed 
and not merely proposed or hypothetical) 
may be submitted to the Commissioner, who 
will, in accordance with recognized actuarial 
principles, compute the applicable factor to 
be used in determining such value, and will 
advise the donor of the factor. (Regulations 
108, Section 86.19 (h).) 


Tenancy by Entirety—Estate Tax 


The same estate tax consequences as in a 


joint tenancy apply to a tenancy by the 
entirety. 


Apparently, in Massachusetts a tenancy 
by the entirety possesses advantages for in- 
heritance tax purposes. In Palmer v. Treas- 
urer and Receiver General, 222 Mass. 263 
(1915), it was held that where real estate 
was owned by husband and wife as tenants 
by the entirety, no new estate passed to the 
survivor on the death of either, hence, noth- 
ing was taxable under the then existing stat- 
ute taxing transfers “by intestate succession.” 


Tenancies 





In 1916 the statute was amended to cover 
“any beneficial interest which shall 
arise or accrue by survivorship in any form 
of joint ownership in which the decedent 
joint owner contributed during his life any 
part of the property held in such joint own- 
ership or of the purchase price thereof.” 
(Acts of 1916, Chapter 268, Section 1.) No 
cases involving a tenancy by the entirety 
have been decided since the amendment, but 
a leading text writer has stated: “It is, how- 
ever, generally considered that the statute 
is not broad enough even now to cover the 
case of tenancy by the entirety.” Nichols, 
Taxation in Massachusetts, Third Edition, 
p. 685, 


Tenancy by Entirety—Income Tax 


Cost basis of property in hands of sur- 
viving tenant by entirety: The same income 
tax’ consequences as in a joint tenancy are 
applicable here. (Lang v. Commissioner [3 
ustc J 1088], 289 U. S. 109; Edward v. Schies- 
ser [CCH Dec. 8154], 28 BTA 640. 


Deduction of taxes and mortgage interest: 
Either spouse may deduct taxes and mort- 
gage interest actually paid by him or her 
during the taxable year. (G. C. M. 15530, 
1935-2 CB 107.) 


Taxation of ordinary income from prop- 
erty owned in tenancy by the entirety: In 
states such as Massachusetts which follow 
the strict common-law rule that the husband 
is entitled to the full use of the estate in 
entirety and to the income therefrom during 
the existence of the marital relationship, the 
ordinary income from such property is tax- 
able entirely to the husband. (Cooley v. 
Commissioner [35-1 ustc J 9134], 75 F. (2d) 
188 (CCA-1); cert. den. 295 U. S. 747.) In 
the following jurisdictions, the strict com- 
mon-law rule has been abolished and each 
spouse is entitled to report one half of the 
income from such property: District of 
Columbia—I. T. 3796, 1946-1 CB 88; Florida 
—I. T. 3235, 138-2 CB 160; Maryland— 
George E. Saulsbury [CCH Dec. 7927], 27 
BTA 744; Michigan—G. C. M. 19143, 1937-2 
CB 223, Paul G. Greene [CCH Dec. 15,226], 
7 TC 142, Herman Gessner [CCH Dec. 9058], 
32 BTA 1258; Missouri—Dantel Upthegrove 
{CCH Dec. 9209], 33 BTA 952; New York 
—I. T. 1555, 1923-1 CB 142; Oregon—lI. T. 
3743, 1945 CB 142; Pennsylvania—George 
K. Brennan [CCH Dec. 14,515], 4 TC 1260. 

However, where the tenancy by the en- 
tirety “smacks .. . of a juggling of family 
income for the purpose of avoiding income 
taxation rather than a bona fide arrange- 
ment for the real conduct of business,” the 
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Commissioner has been upheld in taxing 
the entire income to the husband who actu- 
ally received it. (E. M. Godson [CCH Dec. 
15,314(M)], 5 TCM —, July 24, 1946.) 


Taxation of gains or losses arising from 
sale or exchange of property held as tenants 
by the entirety: Since even under the strict 
common-law rule each tenant by the entirety 
is entitled to one half of the proceeds of the 
sale of property so held, the wife may report 
one half of the gains or losses from sales or 
exchanges of such property on her separate 
return. (I. T. 1574, 1923-1 CB 143.) 


Advantages and Disadvantages 


For families of moderate means, there is 
a manifest advantage in having all family 
property held in joint tenancy or tenancy 
by the entirety rather than having the hus- 
band take title in his own name or as tenant 
in common with his wife. Under the former 
alternatives the necessity of probate pro- 
ceedings is eliminated. 


Where taxes are a factor, however, joint 
tenancies and tenancies by the entirety have 
serious disadvantages. 


Suppose a husband purchases a house for 
$12,000 and takes title in his name and that 
of his wife as joint tenants. He immediately 
is held to have made a taxable gift to his 
wife to the extent of $6,000. Later he dies, 
and the entire value of the house is included 
in his estate. Although the gift tax paid is 
a credit against the estate tax, this credit is 
so limited in the estate tax law that it does 
not give 100 per cent relief from double 
taxation; and during his life the husband 
loses interest on the amount of the gift tax 
paid. As far as estate taxes are concerned, 
the husband would be no worse off if he 
had taken title in his own name, since in 
any event the entire value of the property 
is included in his gross estate on his death. 
Furthermore, by taking title in his individual 
name, he would avoid paying a gift tax on 
half the value at the time of acquisition and 
thus losing interest on the amount paid as 
such tax during his lifetime. Where prop- 
erty increases in value between the time of 
purchase and the time of the husband’s 
death, and is subsequently sold by the wife, 
a joint tenancy has an added disadvantage: 
the wife must go back to her husband’s 
original cost to compute the gain, although 
the estate tax has been paid on a higher 
value. Balanced against these considerations 
are the following: (1) by taking title as 
joint tenants the husband effectively splits 
the income, if any, from the property be- 
tween himself and his wife; and (2) the 
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amount paid as a gift tax will not form a 
part of his gross estate at his death. 


Disadvantage of Joint Tenancy 


As compared with tenancy in common, 
joint tenancy has this additional disadvan- 
tage. Suppose, in the example above, that 
the husband has used his $30,000 specific 
gift tax exemption and must rely on the 
$3,000 annual exclusion. When title is taken 
in joint names, the value of the gift is $6,000, 
$3,000 of which is subject to gift tax. If 
the husband wishes to put the property 
wholly in his wife’s name, first he will have 
to join with her in changing the joint ten- 
ancy to a tenancy in common; then he must 
transfer to her a twenty-five per cent inter- 
est in the property each year for two years. 
On the other hand, if the husband had made 
use of a tenancy in common in the first 
place, he could have given his wife a twenty- 
five per cent interest in the property each 
year for four years, thus keeping his annual 
gifts within the $3,000 annual exclusion and 
paying no gift tax at all. Upon his death 
nothing would be includible in his gross 
estate unless any of the annual gifts were 
held to be in contemplation of death, and 
during his lifetime the income from the 
property would be split in proportion to 
the respective interests. 


Disadvantage 
of Tenancy by Entirety 


A tenancy by the entirety is subject to 
the same tax disadvantages as is a joint 
tenancy. A gift tax is payable upon its 
creation; yet the entire property is included 
in the husband’s estate for estate tax pur- 
poses. In states such as Massachusetts, 
the value of the gift will be restricted to the 
value of the wife’s right to succeed to the 
entire property if she survives her husband. 
But in states which give the wife a right 
to one half of the income, the value of her 
life interest in such income also would be 
included in the taxable gift. Like a joint 
tenancy, a tenancy by the entirety affords 
no opportunity for successive annual gifts 
of fractional interests within the $3,000 an- 
nual gift tax exclusion. Finally, in cases 
of income-producing property in states fol- 
lowing the Massachusetts rule, a tenancy 
by the entirety is even more disadvantage- 
ous than a joint tenancy since the husband 
remains taxable on the entire income although 
at the creation of the tenancy by the en- 
tirety he had to pay a gift tax upon the value 
of his wife’s right to take the entire pron- 
erty if she survives. [The End] 
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The Tax Court, 
the Treasury 


and Section 24c 


By EDWARD T. ROEHNER, Attorney of New York 


JITHER the Tax Court is in error in 
holding that constructive receipt’? dur- 

ing the taxable year of the debtor is suffi- 
cient to prevent the application of Section 
24 (c) of the Internal Revenue Code, or it 
is in error in holding that constructive re- 
ceipt within the succeeding two and one- 
half months is not sufficient to prevent the 
application of Section 24 (c).2, One of these 
alternatives must be so, for Section 24 (c)? 
furnishes the identical test for the right to 
the deduction in both cases: it provides in 
its three subdivisions that no deduction shall 
be allowed a debtor on the accrual basis for 
expenses incurred or interest accrued (1) 


1As to unconditional credit on the books of 
the debtor, Michael Flynn Manufacturing Com- 
pany [CCH Dec. 13,952], 3 TC 932 (1944); as 
to a promissory note, Joseph J. Harris, Inc. 
[CCH Dec. 15,223(M)], 5 TCM — (1946). The 
allowance is subject to the limitation that the 
debtor be solvent and able to make payment on 
demand by borrowing the necessary amount. 
Ohio Battery and Ignition Company [CCH Dec. 
14,616], 5 TC 283 (1945). In Hugene Ashe 
Electric Company [CCH Dec. 14,097(M)], 3 
TCM 852 (1944), it was held that the money 
was not so readily available as to constitute 
constructive receipt. 


2 Anthony P. Miller, Inc. [CCH Dec. 15,377], 
7 TC 729 (1946). , 


3’ “Unpaid Expenses and Interest.—In comput- 
ing net income no deduction shall be allowed 
under section 23(a), relating to expenses in- 
curred, or under section 23(b), relating to in- 
terest accrued— 


‘*(1) If such expenses or interest are not paid 
within the taxable year or within two and one 
half months after the close thereof; and 


“*(2) If, by reason of the method of account- 
ing of the person to whom the payment is to be 
made, the amount thereof is not. unless paid, 
includible in the gross income of such person 
for the taxable year in which or with which 
the taxable year of the taxpayer ends; and 

“*(3) If, at the close of the taxable year of 
the taxpayer or at any time within two and 
one half months thereafter, both the taxpayer 
and the person to whom the payment is to be 


Tax Court and Section 24(c) 


if payment is not made within the debtor’s 
taxable year or within the succeeding two 
and one-half months; (2) if the creditor is 
on the cash basis; and (3) if losses between 
them would be disallowed under Section 
24 (b).* The three conditions must co-exist, 
of course, for Section 24 (c) to apply.® 
Accepting a ruling of the Income Tax 
Unit,® the Tax Court holds that if there is 
constructive receipt by the creditor during 


' the taxable year of the debtor, Section 24 (c) 


(2) is inapplicable,’ and there is no basis for 
the disallowance of the deduction. One 
wonders how the Income Tax Unit arrived 
at this interpretation of Section 24 (c) (2). 


made are persons between whom losses would 
be disallowed under section 24(b).’’ 

4So far as material here, Section 24(b) pro- 
vides that (1) no loss shall be allowed from 
sales between an individual and a corporation 
of which he owns more than half the value of 
the outstanding stock; and (2) that an individ- 
ual constructively owns the stock owned by a 
spouse, ancestor, lineal descendant, brother, 
sister and partner, and a proportionate share of 
the stock owned by a corporation, partnership, 
estate or trust in which he has an interest. 

5 Ohio Battery & Ignition Company, supra. 

6 I. T. 3242, 1939-1 CB 172. The Bureau itself 
in the cases before the Tax Court maintains 
that constructive receipt during the taxable year 
of the debtor is insufficient. See, e. g., quota- 
tion from Commissioner’s brief in Thomas B. 
Martindale, Inc. [CCH Dec. 14,036(M)], 3 TCM 
673 (1944). 

™ “We direct our attention to subdivision (2) 
of section 24(c). It sets forth as a condition 
to the disallowance of an expense or interest 
deduction that the amount be not includible in 
the gross income for the year of the person to 
whom the payment of the amount is to be made. 
Conversely if the item claimed as a deduction 
‘is includible in the gross income of the one in 
whose favor it is accrued, then section 24(c) 
may not be interposed to disallow it. The In- 
come Tax Unit of the Bureau has so intervreted 
the statute, and we think rightly.’’ Michael 
Flynn Manufacturing Company, supra. 
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All that Section 24 (c) (2) says, is that the 
creditor must be on the cash basis for Sec- 
tion 24 (c) to apply. 

The Tax Court held in the Musselman 
Hub-Brake Company case * that the delivery 
of a promissory note after the close of the 
taxable year of the debtor, even though 
within the two and one-half month period 
after the close, did not prevent the applica- 
tion of Section 24 (c) (2), and therefore the 
deduction was not allowable. The Circuit 
Court of Appeals for the Sixth Circuit re- 
versed, and held that the delivery of the 
promissory note constituted constructive 
payment under Section 24 (c) (1). 


Miller Case 


The Tax Court, in the case of Anthony P. 
Miller, Inc." by a divided bench, refused to 
follow the Sixth Circuit’s decision in the 
Musselman case, and remained faithful to 
the Income Tax Unit. It adopted the 
strange argument, rejected by the Sixth 
Circuit in the Musselman case, that “the ef- 
fect of the statute in question was to put an 
accrual taxpayer on the cash basis during 
the two and one-half months succeeding the 
taxable year” for the purpose of Section 24 
(c). In the Miller case the taxpayer and 
Miller were on the calendar year basis. The 
taxpayer delivered demand notes to Miller 
on January 1, 1941, one day after the close 
of the taxable year 1940, but did not pay 
them until after March 15, 1941. Miller 
reported the face of the notes as income to 
him for 1940, but the Tax Court disallowed 
the deduction because the notes had been 
delivered after the close of the taxable year. 
It held that the delivery of the notes in 1941 
indicated an understanding which negatived 
constructive receipt in 1940. 

Mr. Mark H. Johnson, in a_ published 
note,” agrees with the Tax Court’s inter- 
pretation of Section 24 (c) :* 

“There are several things wrong with the 
statute, not least of which is its complexity. 
The courts have struggled with the prob- 
lems at least a dozen times within the last 





8 [CCH Dec. 12,884-C] 1 TCM 81 (1942). 

, °? [43-2 ustc 1 9666] 139 F. (2d) 65 (1943). 

1 The Tax Court had found as a fact that 
the note was given as payment, and not as 
security for the debt. 

11 Supra, footnote 2, overruling the previous 
memorandum decision in N. G. Basevi, Inc. 
[CCH Dec. 15,212(M)], 5 TCM — (1946). 

2 Rabkin and Johnson, Federal Income, Gift 
and Estate Tazes. 

8 ‘Deduction for Unpaid Compensation to 
Controlling Stockholder—A Proposal for a New 
Statute,’’ 2 Tax Law Review 284 (1947). 
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few years, and the recent climax has been 
a forthright refusal by a divided Tax Court 
to follow a decision of the Sixth Circuit. The 
difficulty stems largely from the dual test 
which the statute imposes in paragraphs (1) 
and (2) of Section 24 (c). Under (1), the 
deduction is allowed if the compensation is 
‘paid’ within the taxable year or within 24% 
months after the close of the taxable year. 
Under (2), the deduction is allowed if the 
compensation is includible in the gross in- 
come of the stockholder for the taxable year 
which coincides with the corporation’s tax- 
able year. These tests are clearly in the al- 
ternative: if either is satisfied the deduction 
is allowed.” 

The fault in Mr. Johnson’s analysis is that 
Section 24 (c) (2) does not furnish an alter- 
native test. A mere reading of Section 24 
(c) (2) is sufficient to show that it says only 
that the creditor must be on the cash basis 
for Section 24 (c) to apply. 

Mr. Johnson finds “ that the result in the 
Miller case is absurd, although: 


“Technically, there is justification for the 
result under the statute. The court is say- 
ing, however, that a December 31 note cre- 
ates a deduction, whereas a January 1 note 
is not enough. That distinction is the ab- 
surdity which the statute has permitted the 
court to announce as the law. Patently, a 
statutory correction is required.” 





4 Mr. Johnson further says that the notes in 
the Miller case were ‘‘apparently non-negoti- 
able,’’ and asks whether a negotiable promis- 
sory note would have changed the Tax Court’s 
decision. As neither the Tax Court’s findings 
of fact, nor its opinion, nor the petitioner’s 
brief states whether the notes were negotiable 
or non-negotiable, it is difficult to understand 
how Mr. Johnson arrived at the conclusion that 
the notes were ‘‘apparently non-negotiable.”’ 
Moreover, since the Tax Court determined that 
once the taxable year was over, the petitioner 
was on a cash basis for the succeeding two 
and one-half months, so far as Section 24(c) 
was concerned, it could make no difference 
whether the note was negotiable or non-nego- 
tiable. 


He also wonders whether the delivery of a 
third person’s note would be payment. Even 
if a taxpayer is on the cash basis for all pur- 
poses, the delivery of a third person’s note 
worth face and its acceptance as payment un- 
doubtedly constitutes payment, and the Tax 
Court itself so implies in the Miller opinion. 


He also wonders whether the intention of the 
parties governs with respect to promissory 
notes, i. e., whether they are given and ac- 
cepted as payment or as security. But the Tax 
Court found as a fact in the Musselman case 
that it was the intention of the parties that 
the note, delivered within two and one-half 
months after the close of the taxpayer’s taxable 
year, was given and accepted as payment; 
nevertheless, it held that the taxpayer had 
fallen afoul of Section 24(c). 
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Mr. Johnson proposes the repeal of the 
present Section 24 (c) and in its place has 
drafted two amendments to the Internal 
Revenue Code.” He states: 


“If this simple ‘consent’ approach were 
adopted, the tax law would be rid of another 
little corner of futile learning.” 


In explanation of the “consent” approach, 
he says: 


“Congress’ only concern was to prevent 
deductions which were not picked up by a 
related taxpayer. If that income is reported 
at the time of the deduction, there is no tax 
avoidance, Why, then, not simply permit 
the stockholder to report his income, in order 
to save the deduction for the corporation? 
That, it is submitted, is a more realistic 
touchstone for a ‘loophole’ statute than 
the test of payment. If the stockholder re- 
jects the opportunity to report his income 
when it is earned, then his corporation may 
be denied the deduction in perpetuity. If he 
accepts the opportunity, however, the reason 
for disallowance disappears.” 


Objections to Proposed Legislation 


Some objections to Mr. Johnson’s pro- 
posed legislation present themselves imme- 
diately. What Mr. Johnson is attempting 
to do by his proposed amendment, is to per- 


% “*The recommended amendment consists of 
two parts. The first is a new subsection ‘(0)’ 
added to the definitions of gross income in 
I. R. C. section 22: 

“**(o) Amount Due from Related Taxpayer.— 
If an amount becoming due to the taxpayer 
during the taxable year would not otherwise 
be includible in his gross income for such 
taxable year by reason of his method of ac- 
counting, such amount shall nevertheless be 
includible— 

““*(1) If the taxpayer and the person from 
whom the amount is due are at the close of 
the taxpayer’s taxable year persons between 
whom losses would be disallowed under section 
24(b), and 

‘*(2) If the taxpayer ‘irrevocably consents to 
such inclusion, such consent to be evidenced 
by the inclusion of the amount in gross income 
in his first return for the taxable year.’ 

“The second is a substitution of the following 
for the present I. R. C. section 24(c): 

“**(e) Unpaid Expenses and _  Interest.—In 
computing net income no deduction shall be 
allowed under section 23(a). relating to ex- 
penses incurred, or under section 23(b) relating 
to interest accrued— 

“*(1) If the taxpayer and the person to 
whom the payment is to be made are, at the 
close of such person’s taxable year in which 
or with which the taxable year of the taxpayer 
ends, persons between whom losses would be 
disallowed under section 24(b), and 

‘* (2) If the amount is not includible in the 
gross income of such person for the taxable 
year in which or with which the taxable year 
of the taxpayer ends.’ ”’ 


‘Tax Court and Section 24(c) 


mit a corporation on the accrual basis to 
deduct business expenses incurred or in- 
terest accrued if the stockholder includes 
those amounts in his return for a taxable 
year which coincides with the corporation’s 
taxable year or in which the taxable year 
of the corporation ends. The proposed stat- 
ute, however, permits the stockholder to in- 
clude in his return only amounts “due.” 
Suppose a bond and mortgage, with interest 
payable January 15 and July 15 of each 
year, both corporation and stockholder be- 
ing on a calendar year basis, the stock- 
holder includes the interest from‘July 15 to 
December 31 in his return for the taxable 
year in which it accrued. But then along 
comes an internal revenue agent, who dis- 
allows the deduction to the corporation, 
pointing out that the interest is not due until 
January 15” of the following year. Nor 
can the corporation take the deduction the 
following year when the amount is due, for 
Mr. Johnson’s proposed Section 24 (c) pro- 
vides that the amount must be includible in 
the stockholder’s gross income for the year 
in which accrued by the corporation. 
Moreover, certain objections to Mr. John- 
son’s proposed legislation are lacking in the 
present Section 24 (c). For example, as- 
sume that a corporation is on a fiscal year 
basis ending in, say, November, 1947, and an 
officer is on the calendar year basis. His 
relationship with the corporation is within 
the sweep of Section 24 (c) because his wife 
owns the stock. He leaves the employ of 
the corporation sometime before March 15, 
1948, and refuses to include the amount in 
his return for 1947 because it will aid him 
taxwise to report the income as received in 
1948—although, of course, the reason might 
have a domestic origin. Even if the corpo- 
ration should pay him on January 1, 1948, 
it would be disallowed the deduction in per- 
petuity through no fault of its own. A simi- 
16 Black’s Law Dictionary (Third Edition): 
“The word ‘due’ always imports a fixed and 
settled obligation or liability, but with refer- 
ence to the time for its payment there is con- 
siderable ambiguity in the use of the term,... 
the precise signification being determined in 
each case by the context. It may mean that 
the debt or claim in question is now (presently 
or immediately) matured and enforceable, or 
that it matured at some time in the past and 
yet remains unsatisfied, or that it is fixed and 
certain but the day appointed for its payment 
has not yet arrived. But commonly, and in 
the absence of any qualifying expressions, the 
word ‘due’ is restricted to the first of these 
meanings, the second being expressed by the 
term ‘overdue’, and the third by the word 
‘payable’.’’ Even if the courts finally give 
“due’’ the meaning Mr. Johnson intends, we 


still would have had the same difficulty of in- 
terpretation as with ‘‘payment.”’ 
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lar result will follow if the corporation is on 
a fiscal year basis ending in 1947 and the 
officer is on a calendar year basis, and the 
stock is disposed of in 1948 before March 15, 
and the officer is not paid during 1947. He 
may refuse to include the income in his 
return for 1947, Even if the officer owned 
the stock, it would be necessary for the 
buyer to make certain that the officer re- 
ported the amount in his return for 1947. 

The test of payment, which Mr. Johnson 
rejects, seems superior to his proposed 
amendments; and if he wishes legislation, a 
statutory definition of what constitutes pay- 
ment would be preferable to his proposals. 

Nor is Mr. Johnson the only writer to be 
confused by Section 24 (c). Mr. Mertens 
cannot seem to make up his mind whether 
or not actual payment is necessary under 
Section 24 (c). Thus, he says:” 

“Undoubtedly the statutory privilege of 
deducting interest paid or accrued within 
the taxable year has been used by some tax- 
payers to avoid tax. A borrower on 
the accrual basis could deduct from his in- 
come the interest indebtedness as it accrued 
even though not paid, while the lender, if on 
the cash basis, would not have to report the 
interest, since it was not yet actually re- 
ceived. To prevent evasion, Congress 
passed a fairly broad provision in 1937 pro- 
viding that where the creditor is on 
a cash basis accrued expenses and interest 
will not be deductible by the debtor even 
where [the debtor is] on the accrual basis 
unless actually paid within two and a half 
months after the close of the taxpayer’s tax- 
able year.* (Italics supplied.) Yet on the 
very next page he says: ” 

“Where it is conclusively shown that 
amounts deducted for accrued interest by a 
debtor taxpayer have been credited to the 
account of the person to whom such amounts 
are due under circumstances which would 
require the reporting of the sum credited 
as income constructively received the de- 
duction of such amounts is allowable.” Ap- 
parently fearing, however, that he has been 
too generous, he restricts the allowance of 
the deduction by saying in a footnote on the 
very next page: ” 





74 Mertens, Law of Federal Income Taxa- 
tion, p. 536. 

1% The words ‘‘even where on the accrual 
basis’’ should be compared with the author’s 
Statement at page 538 regarding Section 24(c): 
‘‘Also this provision has no effect whatever un- 
less the debtor is on the accrual basis and the 
creditor on the cash basis, that is, on con- 
trasting bases.”’ 

1 4 Mertens, op. cit., p. 537. 
» Ibid., p. 538. 
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“It seems unlikely that payment of the 
items by a promissory note, alleged to be 
received in complete satisfaction, would be 
an effective technique of securing a deduc- 
tion without an actual transfer of cash. To 
effectuate the purpose of the amendment, 
the courts would probably place a restric- 
tive interpretation upon the word ‘paid’ and 
deny the deduction in such a case.” 


Since, as Mr. Mertens has told us, the 
statute was passed to compel taxpayers on 
the cash basis to include, in their gross in- 
come the amounts of deductions they wished 
allowed to corporations they controlled, one 
wonders how the purpose of the statute 
could be better effectuated by transferring 
cash instead of a promissory note worth par 
as payment. Nor does he explain why, if 
an unconditional credit is sufficient to secure 
the deduction, the delivery of a demand note 
worth par should not have the same effect 


Test of Payment 


If the Tax Court abandons its differentia- 
tion between constructive receipt within the 
taxable year of the debtor and constructive 
receipt in the succeeding two and one-half 
months, the problem of what constitutes 
payment under Section 24 (c), is still left 
unsettled. Is cash or property other than 
the debtor’s own obligation necessary,” or 
is constructive payment sufficient, the test 
of constructive payment for the purpose of 
Section 24 (c) being constructive receipt?” 





21 The test that would be applied to the allow- 
ance of a deduction sought by a taxpayer on 
the cash basis. 


22 See Haggar Company v. Commissioner [40-1 
ustc 7 9151], 308 U. S. 389 (1940), in which the 
Supreme Court, reversing the Circuit Court of 
Appeals for the Fifth Circuit, which had af- 
firmed the Board of Tax Appeals, held that the 
first return for the purpose of the capital stock 
tax did not mean the first return but the 
amended return filed within the time fixed for 
filing the return. It said: ‘All statutes are 
to be construed in the light of their purpose. 
A literal reading of them which would lead to 
absurd results is to be avoided when they can 
be given a reasonable application consistent 
with their words and with the legislative pur- 
pose.’’ 


In Central Hanover Bank & Trust Company v. 
Commissioner [47-1 ustc { 10,537], January 29, 
1947, the Circuit Court of Appeals for the Sec- 
ond Circuit said: ‘There is no more likely 
way to misapprehend the meaning of language 
—be it in a constitution, a statute, a will or a 
contract—than to read the words literally, for- 
getting the object which the document as a 
whole is meant to secure. Nor is a court ever 
less likely to do its duty than when, with the 
obsequious show of submission, it disregards 
the overriding purpose because the particular 
occasion which has arisen was not foreseen.’’ 
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The Tax Court in the Miller case cited a 
wealth of cases to prove that a cash basis 
taxpayer may not take a deduction unless he 
parts with cash or other property, not in- 
cluding the substitution of its own liability 
in another form. But the point at issue was 
not whether a cash basis taxpayer could take 
the deduction. Admittedly, the taxpayer was 
the accrual basis; furthermore, Section 24 
(c) could not apply unless the taxpayer was 
on the accrual basis. 

The Tax Court in the Miller case ended 
that part of its opinion dealing with the 
issue of Section 24 (c) by saying: 

“To interpret ‘paid’ as paid in cash or its 
equivalent is not a restrictive interpretation, 
since that is its usual and customary mean- 
ing. We see no necessity or warrant for 
extending the usual and accepted meaning 
of ‘paid’ to include ‘constructively paid’ or 
to include a promise to pay, particularly 
when such an expanded and unnatural con- 
struction breeds confusion, uncertainty and 
administrative difficulties and a meaning sub- 
versive of the apparent purpose of the 
statute.” 


One wonders what “confusion, uncertainty 
and administrative difficulties” would have 
followed had the Tax Court decided that the 
compensation in the Miller case should not 
be disallowed under Section 24 (c). As to 
constructive payments being “a meaning 
subversive of the apparent purpose of the 
statute,” the Tax Court itself said in the 
Miller case that the purpose of the statute 
was to compel the debtor to make includible 
in the return of the creditor (who stood in 
the relationship to it specified by 24. (b) 
either within its own taxable year or the 
succeeding two and one-half months) the 
amounts deducted by the taxpayer during 
its taxable year as payable to him for busi- 
ness expenses incurred or interest accrued. 
That purpose would have been served by 
allowing the deduction in the Miller case. 

This decision of the Tax Court does not 
close any tax loophole. If a controlling 
stockholder and the corporation are both on 
the calendar year basis, and he wishes to 
report as income the amount owing to him 
by the corporation as compensation or in- 
terest accrued, the corporation uncondition- 
ally credits his account. If he wishes to 
report the income in the following year, the 
corporation does not unconditionally credit 


Tax Court and Section 24(c) 
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his account, but pays him in cash by March 
15 of the following year so that it will not 
lose the deductions. 


Advice to Counsel 


In view of the Tax Court’s position, coun- 
sel whose client can show constructive pay- 
ment for previous years, after the close of 
the taxable year but within the succeeding 
two and one-half months, would be well 
advised to pay the deficiency determined by 
the Commissioner, file a claim for refund, 
and then sue in the District Court. It would 
be inadvisable to appeal to the Tax Court 
even if it is intended to petition a Circuit 
Court of Appeals for review in the event of 
an unfavorable determination by the Tax 
Court. On an appeal from the Tax Court, 
the Circuit Court might hold that under 
the rule laid down in the Dobson case™ and 
related cases, it had no power to review the 
Tax Court’s interpretation of Section 24 (c). 
The Circuit Court of Appeals for the Sec- 
ond Circuit, for example, has said of de- 
cisions by the Tax Court that * “even as to 
matters of law unmixed with fact, we are 
to yield unless our conviction to the con- 
trary is strong”; and it has upheld the Tax 
Court on a point of law™ where “if the case 
were an appeal from a District Court we 
should have no alternative but to reverse.” 
It has even said that although it was affirm- 
ing the Tax Court on a point of law, if a 
taxpayer with a similar case paid the defi- 
ciency and sued in the District Court for a 
refund, it would hold to the contrary on an 
appeal from the District Court.¥ 

[The End] 


2% [44-1 ustc 7 9108] 320 U. S. 489 (1943). 

% American Coast Line v. Commissioner [47-1 
ustc J 5906], February 3, 1947. 

% Brooklyn National Corporation v. Commis- 
sioner [46-2 ustc {| 9309], 157 F. (2d) 450 (CCA-2, 
1946), in which the Circuit Court of Appeals 
held that it could not review the Tax Court’s 
interpretation of Section 504(a), ‘‘dividends 
paid credit,’’ even though the Tax Court, on 
the ground that the Second Circuit was wrong, 
had refused to follow the Second Circuit’s pre- 





* vious interpretation. 


% Abraham Kirschenbaum v. Commissioner 
[46-1 ustc { 9231], 155 F. (2d) 23 (CCA-2. 1946), 
in which the Circuit Court of Appeals held that 
it could not review the Tax Court’s interpreta- 
tion of Section 115(g), relating to redemption 
of stock, even though the Tax Court, on the 
ground that the Second Circuit was wrong, had 
refused to follow the Second Circuit’s previous 
interpretation. 

























































































































































































































































\ 7 OULD YOU LIKE to write a na- 
' tional best seller? Or do you intend 
tO write a book on some subject that would 
greatly increase your social prestige, learn- 
ing and scholarship? If you intend to write 
primarily for profit and not merely for en- 
hancing your literary reputation, you will 
soon discover that it makes a great deal of 
difference to your local tax collector. If 
your intentions are in the first category, 
perhaps you should start boning up on your 
federal income tax law to avoid the many 
mistakes, traps and heartaches experienced 
by those in: this enterprise. Inasmuch as 
you are bound, or presumed, to know your 
tax rights and duties, this study obviously 
will not harm you. 


The distinction for tax purposes is best 
illustrated in the following recent case. A 
certain college lecturer desired to further 
his reputation as a scholar by spending a 
considerable part of his time and money in 
writing a book that might, he hoped, gain 
him a college presidency. His motive and 
ultimate objective not being monetary, the 
_ Tax Court of the United States ruled that 
he could not deduct his expenses in the 
writing project. Furthermore, the court 
stated, he did not devote all of his time to 
writing primarily for profit, and thus could 
not claim the privilege of being an author 
or writer. It can be seen, therefore, that 
the basic fact for all writers to remember 
is that they are engaged in a business for 
profit and not in a hobby. While the Tax 
Court did not elaborate on this distinction, 
it is a well-established fact that one who 
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By 
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claims an author’s status need not devote 
all of his or her time to writing. The fed- 
eral courts require only that the taxpayer 
prove that he intended to realize a financial 
gain or profit; accordingly, all proper ex- 
penses will be deductible. 


Tax Records 


Another extremely important item is tax 
records. This is where most authors have 
made, and continue to make, their greatest 
mistake. Even though it is generally known 
that every taxpayer must keep records and 
render under oath statements and returns, 
and otherwise comply with the tax regula- 
tions as provided for in the income tax law, 
relatively few writers, it appears, do so. 
Thus, in case after case, “records” of so- 
called successful writers fail miserably to 
convince tax collectors or the federal courts 
that alleged expenses actually were incurred 
in the taxable year in question. In this 
matter, the local tax collectors are most 
unsympathetic. They prefer to have writers 
keep regular diaries or expense ledgers in 
which they could record all and sundry ex- 
pense entries properly allocable to particular 
manuscripts or books. 


Authors, unlike taxpayers on a fixed sal- 
ary basis, are unique in that compensation 
for their services ordinarily is not payable 
soon after rendition of their services. They 
may labor for months or even years without 
compensation. Again, they may receive an 
advance sum or even a lump sum settlement 
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prior to the actual completion of their man- 
uscripts. Or, they may receive royalties 
computed on a flat per-copy or sliding-scale 
arrangement every six months after publi- 
cation of their books. No uniformity is 
discernible in the publishing trade, but a 
more common trade practice is to render 
statements and pay royalties semiannually. 


3ecause of the peculiar situation in which 
writers, musical composers, artists and in- 
ventors find themselves, Congress has ac- 
corded certain tax benefits to them in the 
federal income tax laws. This fact is prac- 
tically unknown even among veteran writers 
or, if known, apparently has been of little 


benefit. 


Eighty Per Cent Requirement 


Under applicable provisions of the income 
tax laws, if a writer receives at least eighty 
per cent of the total compensation for his 
manuscript or book in any one taxable year, 
he may spread his income tax payments to 
as many as three prior calendar years. 


For example, let us assume that a writer 
begins his manuscript on January 3, 1944, 
and completes it on January 5, 1947, his 
book is published in February, 1947. His 
royalties—six months from publication date 
—would be payable in August, 1947. These 
royalties amount to $40,000. In addition, 
he has received an advance royalty of $5,000. 
Thus, on March 15, 1948, this writer can 
pay his tax by spreading $15,000 for the 
calendar year 1944, $15,000 for the calendar 
year 1945, and $15,000 for the calendar year 
1946. Inasmuch as $40,000 is more than 
eighty per cent of the total $45,000 received, 
he can avail himself of the tax spread and 
avoid the high surtax rate applicable to the 
$45,000 in the calendar year 1947. Of course, 
it is assumed that future royalties, if pay- 
able, will not exceed twenty per cent of 
the total royalties during the life of his 
royalty contract. They cannot exceed the 
twenty per cent balance if final settlement 
for all royalty compensation is made in 
August, 1947. 


The purpose of Congress in passing such 
tax “relief” was to aid writers and others 


aor 


State Legislatures Adjourn 


similarly situated to avoid the high surtaxes 
which inevitably would fall upon them when- 
ever they received or had accrued such re- 
quired percentage in a particular tax year. 
So far as the record shows in the courts, 
these persons have been ineligible to qualify 
for this tax spread. In practically every 
case, the required eighty per cent of the 
total compensation was the stumbling block. 
Prior to the present eighty per cent mini- 
mum, adopted in 1942, taxpayers found it 
difficult to qualify under the former ninety- 
five per cent and seventy-five per cent limits. 
Under earlier limits, the period covered had 
to embrace sixty calendar months or five 
years. It goes without saying that few, if 
any, authors take at least five years to write 
their books. No one knows for certain—not 
even the tax collectors or the Commissioner 
of Internal Revenue in Washington—just 
how many writers are qualifying under the 
so-called more liberal limit of eighty per 
cent. 


Remedies 


From the foregoing discussion, it is ap- 
parent that writers, in order to qualify under 
existing tax benefit provisions, must prove 
that their services or work upon their man- 
uscripts covered the period of thirty-six 
consecutive months, and that their royalties 
or total compensation received or accrued in 
any tax year amounted to at least eighty 
per cent of all moneys due them over this 
period. It would appear also that writers 
must arrange somehow to have all or the 
required eighty per cent of their royalties 
paid in one taxable year. Perhaps the an- 
swer lies in a skillful drafting of the pub- 
lisher-author royalty contract, the author to 
receive the required minimum as full settle- 
ment of all his royalty claims against his 
publishers. At least, this suggestion has 
met with the approval of many tax experts. 
Insofar as writers are concerned, the only 
feasible alternative is that Congress amend 
these provisions and lower the required 
minimum percentage of royalty payments or 
accruals in order for them to qualify for the 
intended tax relief originally thought to be 
helpful. [The End] 









The following state legislatures have completed their regular biennial 
sessions: Connecticut, June 3; Florida, June 6; Nebraska, June 6; Pennsyl- 


vania, June 16 and Texas, June 6. 
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can produce to sweeten the bitter pill of a 
sales tax for the American public to swallow.” 


Nearly two-thirds of the forty-eight states 
now levy a sales tax of some kind. Four 
states—Connecticut, Maryland, Rhode Is- 
land, Tennessee—have only recently enacted 
such measures for the first time. A federal 
sales tax would be neither tax reduction nor 
tax revision. In fact, it might be called 
double taxation. 


O. K.—then it’s not tax reduction we 
need, but tax revision. Revision upward or 
revision downward? Well, maybe this time 
next year we shall learn revision, too, is not 
good for us. But we may have both—Con- 
gressman Knutson, on June 24 introduced 
H. R. 3950. Recognize it? It is “The In- 
dividual Income Tax Reduction Act of 
1947” with a new effective date, January 1, 
1948. Can Congress push it through before 
adjournment on July 28, 1947? 


Double Taxation 


While we are on the subject of double 
taxation, we might mention the recent Su- 
preme Court decision in Greenough v. Tax 
Assessor of the City of Newport. 


The City of Newport, Rhode Island, as- 
sessed a personal property tax against the 
resident trustee of a testamentary trust on 
one half of the value of the corpus of the 
trust. It was urged that the statute under 
which the assessment was made was un- 
constitutional when applied to this resident 
trustee, under the due process clause of the 

' Fourteenth Amendment. The assessment, 
as the Rhode Island statute required, was 
only on the trustee’s proportionate interest 
in the corpus as trustee. The Court held 

that whatever may have been the character 
of his title to the intangibles in the trust or 
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House Passes Social Security Tax Freeze Bill 


. 


the limitations on his sole administrative 
power over the trust, the resident trustee 
was the possessor of an interest in the 
intangibles sufficient to support a propor- 
tional tax for the benefit and protection 
afforded to that interest by Rhode Island. 


“I do not think the mere fact that one 
of a number of trustees residing in a state, 
without more, is sufficiently substantial con- 
nection to justify a levy by that state upon 
the trust corpus, by an ad valorem tax either 
fractional or on the entirety of the res,” said 
Justice Rutledge in a strong dissenting 
opinion. 


In his concurring opinion Justice Frank- 
furter said: “Rhode Island taxes its perman- 
ent residents in proportion to the value of their 
property. The state imposes the tax whether 
its residents own property outright or own it, 
legally speaking, in a fiduciary capacity. ... 
In any event Rhode Island could, in turn, 
tax its residents for acting as trustees, and 
determine the amount of the tax as though 
a trustee owned his trust estate outright. 
Rhode Island has, in effect, done so by 
treating all Rhode Island residents alike in 
relation to their property holdings, regard- 
less of their beneficial interest. That is the 
practical operation of the statute.” 


This case opens the whole question of 
residence of trustees as a tax factor in any 
estate. It also revives the old question of 
double taxation on property by the state, 
although the appellants disclaimed reliance 
upon this issue and chose to rely only on 
the unconstitutional issue. 


Careful consideration should be given this 
case and its application to future instruments 
as to what steps may be taken at present to 
mitigate the double taxation which may arise 
if other states follow Rhode Island’s lead. 


On June 18 the House of Representatives passed the 
Social Securtiy Act of 1947 (H. R. 3818). The bill, intro- 
duced by Representative Knutson, fixes the social security 
tax rate at one per cent through 1949, 114 per cent for 1950 
to 1956, and two per cent for 1957 and thereafter. The 
measure also continues old-age asssistance and aid to the 
blind and to dependent children until June 30, 1950, and makes 


the Federal Unemployment Account permanent. 
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Accelerated Depreciation 


By 


PAUL D. SEGHERS 


T= TITLE “Accelerated Depreciation” 
draws attention to a new factor in a 
problem we have with us every year—that 
of determining, claiming, and obtaining the 
proper deduction on account of depreciation. 

Accelerated depreciation deductions for 
federal income tax purposes can be con- 
sidered under two headings: the mathe- 
matical acceleration that comes through the 
use of the declining balance method of com- 
putation; and the acceleration that comes 
from claiming and obtaining as the basis 
for the computation, because of abnormal 
conditions, a shorter useful life than 
originally estimated. 


Last August, the federal housing director 
asked the Commissioner of Internal Rev- 
enue for special rules to be used in deter- 
mining depreciation deductions for newly 
constructed dwellings. The Commissioner 
replied that approval of one of the two 
methods suggested was not possible for 
reasons orally explained to a representative 
of the housing director. This referred to 
the request of the housing director for the 
allowance of depreciation deductions com- 
puted at the rate of five per cent a year for 
the first five years, and the normal rate 
thereafter. It seems strange that a matter 
of this kind had to be explained orally. 


Five per cent per annum for a period of 
five years aggregates twenty-five per cent. 
If you then apply to the remaining unde- 
preciated cost of seventy-five per cent, a 
depreciation rate based on a remainder life 
of, say, thirty-five years for apartment 


buildings with a normal estimated life of 
forty years, the result is an effective de- 
preciation rate of very slightly over two 
per cent, instead of the rate of 2% per cent 
that would normally be applicable to an 
asset having a normal useful life of forty 
years. 


This arbitrary but simple method pro- 
posed by the housing director would have 
been simple for the public to understand; 
but it appeared to be repugnant to the 


‘Treasury Department, which stated its ob- 


jections orally, as mentioned in the Com- 
missioner’s letter. The Commissioner went 
on to state, however, that the Treasury 
already was following a certain practice in 
regard to the allowance of a modified form 
of declining balance method of computing 
depreciation, described later in this discus- 
sion. First, however, I wish to point out 
that the practice the Commissioner men- 
tioned in his letter had not heretofore been 
published in any way. If the benefit of 
that practice was obtained by anyone, it was 
done without notice to the public and 
became known to the public only when the 
Commissioner’s letter was published in 
August, 1946. 


This practice consists in the allowance of 
a modified declining balance method of 
computing depreciation “in proper cases,” 
using a depreciation rate not greater than 
150 per cent of the normal straight-line 
rate. There was and is no more authority 
for allowing that 150 per cent of the normal 
rate than there was for allowing the flat five 


Mr. Seghers heads his own firm of certified public accountants 
in New York City. This article is based on an address by the 
author before the Tax Group meeting at the Philadelphia Union 
League and is reprinted from the Philadelphia Legal Intelligencer 
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per cent rate. I heard of that new method 
about a year and a half ago when I presided 
at a talk on depreciation. One of the 
audience said that the Treasury was allow- 
ing that method; but the principal speaker 
had not heard of it, and neither had I. 
That means that some taxpayers were 
getting the benefit (if any) of a procedure 
that had not then been made public by the 
Treasury Department and was not published 
until August, 1946. 


Declining Balance Method 


Before I explain the Commissioner’s new 
method of using 150 per cent of the normal 
straight-line depreciation rate, let me refresh 
your recollection as to what the declining 
balance method means. Under this method 
of computing the depreciation deduction, a 
fixed depreciation rate is applied each year 
to the net depreciated basis of the asset. 
If the rate is, say, ten per cent, the asset 
cost $100, and no allowance is made for 
salvage, the depreciation deduction for the 
first year would be $10, leaving a $90 bal- 
ance. The next year the depreciation would 
be ten per cent of $90, or $9, leaving a 
balance of $81, and the next year the de- 
preciation deduction on this balance would 
be $8.10. This in turn would leave approxi- 
mately $73, resulting in a depreciation de- 
duction of approximately $7.30 for the next 
year, and so on, until the cost of the assets 
was practically exhausted. 


Treasury’s New Method 


That is the declining balance method 
which has long been recognized. The 
“something new added” is that, instead of 
computing the depreciation rate needed to 
accomplish a given result by the true de- 
clining balance method, the Treasury now 
says that it has been recognizing for some 
indefinite and unknown period, a method 
of first determining the rate as though you 
were using a _ straight-line computation. 
For example, if the asset has a forty-year 
life, as in the example used in the Commis- 
sioner’s letter, the normal straight-line de- 
preciation rate is 2% per cent—that is, a 
2% per cent depreciation rate will exhaust 
the original cost in forty years. Under the 
method stated in the Commissioner’s letter, 
you first determine the straight-line rate 
and then add fifty per cent to it. In other 
words, you use 150 per cent of the straight- 
line rate. In the example given, this would 
be 3% per cent. The first year the deprecia- 
tion, on, say $100 would be $3.75 and the net 


depreciated balance would be $96.25; the 
next year you would apply the 3.75 per cent 
rate to this for your annual depreciation 
deduction that year, and so on. (Note that 
it is generally the position of the Treasury 
that the amount of the annual depreciation 
deduction must be computed by dividing 
the net depreciated balance of the cost of 
the asset by the remaining years of its use- 
ful life, rather than by the application of 
a fixed annual percentage rate to the gross 
cost or other basis of the asset.) 


The Treasury’s new, hybrid 150 per cent 
declining balance method is unscientific. If 
you apply that method, you will exhaust 
only a portion of your cost by the time the 
estimated useful life of the asset is ended. 
In the example given it is assumed that the 
asset has a useful life of forty years; but 
you are not going to exhaust the cost of the 
asset by the time the forty years are over, 
as will be seen in the tabulation given 
below. This new method is arbitrary; 
therefore there is no more justification for 
its use than for the straight five per cent 
allowance for the first five years requested 
by the housing director. 


The Treasury now says that it will allow 
the use of 150 per cent of the normal rate 
in connection with the declining balance 
method of computing depreciation and that 
it will consent to it in advance. Heretofore, 
the Treasury’s position was that it would 
not decide to give an advance ruling as to 
whether or not the declining balance method 
was allowable in a specific case. You had 
to take your chances as to whether you 
could justify your adoption of that method. 
Now it says, in effect: “We will allow 
you to use this method, subject to these 
provisos: It must accord with the account- 
ing method regularly employed by the tax- 
payer, and it must result in meeting two 
other tests. It must result in a reasonable 
allowance and a proper reflection of net 
income for the year.” If those qualifications 
are literally applied, there is nothing new 
in the provision anyway, under the statute, 
we are always entitled to take as a deduc- 
tion a reasonable allowance for wear and 
tear, including a reasonable allowance for 
obsolescence. While, if we construe the 
Commissioner’s letter literally, there is no 
thing new about it, in practice there really 
is something new. The requirement that 
this new hybrid method of computing de- 
preciation be in accordance with the method 
of accounting regularly employed by the 
taxpayer, means that this change cannot be 
availed of this year for the first time. To be 
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in accordance with the method of account- 
ing regularly employed, the method must 
either be one that has been used in the past, 
or else permission to change the method 
of accounting must be duly obtained; and 
that permission can be obtained only if re- 
quested within ninety days after the begin- 
ning of the taxable year. A taxpayer on a 
calendar year basis who is seeking to adopt 
the new declining balance method would 
have to ask permission within ninety days 
after the beginning of 1947 in order to apply 
it to the year 1947. 


Agreement with Commissioner 


3efore this special method was published, 
supposedly to encourage housing develop- 
ment, there had always been the possibility 
of using the declining balance method of 
computing depreciation. The regulations 
did not grant permission to use a particular 
rate or to reach a particular result, but the 
method was sanctioned in principle. To 
change to this or any other accounting 
method, however, the regulations as they 
have been in force for some time require 
three steps. First, a request to the Com- 
missioner for permission to make the 
change must be made within ninety days 
after the beginning of the year for which 
the change is requested. Second, such per- 
mission must be granted by the Commis- 
sioner. Third, the taxpayer must enter 
into a mutual agreement with the Commis- 
sioner to use the method requested. 


Whenever the Commissioner is doubtful 
of his authority to prescribe rules in regard 
to a particular situation, he seeks to bar 
the taxpayer from objecting to the scope 
of his authority by insisting that the tax- 
payer sign an agreement with him. Then 
the taxpayer is bound, not by the statute 
that Congress enacts, but by the agreement 
with the Commissioner that was “yolun- 
tarily” signed under pressure. 


Despite the Commissioner’s regulations 
and the cases the Commissioner has liti- 
gated, the Internal Revenue Code still con- 
tains only one standard or test of the 
amount of wear and tear, including obso- 
lescence. That one standard, which is re- 
peated twice in the same sentence, is “a 
reasonable allowance for the exhaustion, 
wear and tear (including a reasonable allow- 
ance for obsolescence)” (Sec. 23 (1), 
I. R. C.). The only qualification attaching 
to that standard is the general provision 
in the Code that the method of accounting 
regularly employed should be used in deter- 
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mining income. In other words, if you 
suddenly adopt the declining balance 
method and do not comply with the Com- 
missioner’s requirements, including the 
signing of an agreement with the Commis- 
sioner, you might be denied any additional 
deduction claimed under that method, on 
the ground that the method used has not 
been regularly employed and you have not 
obtained permission. 


The computation of the depreciation de- 
duction under the declining balance method 
has already been described and a simple 
example has been given above. Under that 
method you apply a certain percentage rate 
to the basis of the asset, deduct the re- 
sulting depreciation to find the declining 
balance, and the following year apply the 
rate to that declining balance, and so on 
year after year until you have practically 
or entirely eliminated the cost or other basis 
of the asset or the excess of such basis over 
the real or estimated salvage value. 


New Computation of Rate 


_ The Commissioner’s letter prescribes a 
very simple method of computing the rate 
to be used in the new hybrid form of de- 
clining balance depreciation computation 
authorized in that letter. This method con- 
sists in merely taking 150 per cent of the 
normal straight-line depreciation rate. The 
Internal Revenue Code does not prescribe 
any rate of depreciation. It is clear, how- 
ever, that what is meant in this letter by 
“the normal straight-line rate” is the annual 
percentage rate that will exhaust the cost 
of the asset over its period of estimated life. 
For instance, if the estimated life of the 
asset is forty years, a rate of 2% per cent 
applied each year will fully exhaust the cost 
of the asset in that number of years. Any 
doubt as to what is meant in the Commis- 
sioner’s letter is removed by the example 
given therein of the use of a rate of 3.75 
per cent under this new declining balance 
method of computation, where the normal- 


straight-line depreciation rate would be 2% 
per cent. 


The use of such a rate and method will 
not reduce the cost of the asset to its salvage 
value at the end of the estimated period of 
its useful life. That is readily apparent 
from the exhibit given further below, show- 
ing the Commissioner’s new hybrid 150 
per cent method of declining balance de- 
preciation computation, and a comparison 
with the theoretically correct declining bal- 
ance method, which will reduce the cost of 
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the asset to its estimated salvage value at 
the end of its estimated normal useful life. 


Mathematical Formula 


In order to compute the percentage to be 
applied to the net depreciated balance at 
the beginning of each year under the true 
declining balance method of depreciation 
computation, the mathematical formula that 
must be used is as follows: One minus 
the nth root of the salvage value divided 
by the cost of other basis of the asset to 
be depreciated). If the estimated normal 
life is greater than three years, it is neces- 
sary, aS a practical matter, to compute the 
root by the use of logarithms. 


If the asset has no estimated salvage value 
at the end of its estimated normal useful 
life, it is impossible to compute a percentage 
rate to be used for the true declining bal- 
ance method of depreciation computation. 
Tle rate can be computed, however, if even 
a nominal salvage of one dollar or one cent 
is used. If, however, there is a negative 
salvage value because of the estimated cost 
of demolishing and/or removing the asset, 
this method cannot be used to compute the 
rate for the purpose of the true declining 
balance method of computation of depre- 
ciation. 

Why such a rate cannot be computed 
unless a salvage value is assumed, was once 
illustrated by a professor who was attempt- 
ing to explain the mathematical concept of 
the declining balance to some of his stu- 
dents. He explained: “Suppose you are 
sitiing at one end of a sofa and your girl 
is sitting at the other end. Every minute 
you move closer, cutting in half the distance 


between you. How long would it be before 
you would reach the girl? 


One student answered: “Oh, about three 
minutes.” 


The professor said: “Ridiculous! Don’t 
you realize that there would always remain 
one half of the previous distance between 
you?” 

“Well,” replied the student, “I’d get close 
enough for all practical purposes.” 


Similarly, by assuming a_ reasonable 
amount of salvage value you can get a com- 
putation of the rate to be used for the true 
declining balance method of computation 


that is good enough for all practical pur- 
poses. 


The tabulation (page 649) compares re- 
sults under the Commissioner’s new hybrid 
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150 per cent declining balance method 
of computation, under the straight-line 
method of computation and under the 
true declining balance method of computa- 
tion. It will be seen that the straight-line 
method and the true declining balance 
method both reduce the net depreciated 
balance of the asset to its estimated salvage 


value of $1,000 at the end of the forty-year 
life. 


The computation under the Commis- 
sioner’s 150 per cent hybrid method, how- 
ever, leaves $21,678.52 of the cost of the 
asset undepreciated and unrecovered at the 
end of the forty-year life, although the 
computation is made on the assumption that 
a normal straight-line rate of 2% per cent 
would be allowable, implying a normal use- 
ful life of forty years. 


Traditional Method 


The foregoing sets forth the problems 
involved in the use of the declining balance 
method of computation of depreciation. 
There is really nothing new about the use 
of such a method. In fact, it is one of the 
oldest methods of computing depreciation 
for example, on furniture and fixtures. It 
seems to be an old English custom, based 
on the theory that as the depreciated bal- 
ance becomes lower and lower, the furni- 
ture and fixtures still have some value as 
long as they are held together by the dust. 
Accountants have used the declining bal- 
ance method of computation in the past and 
have generally discarded it. It is their 
consensus that it does not produce a justi- 

[Continued on page 650] 


TABLE OF COMPARISON 
“Declining balance” depreciation com- 
putation under (A) the Treasury’s new “150 
per cent rule,” compared with (B) the 
“straight-line” method of computation and 
(C) the true “declining balance” method. 
Basis of depreciable asset—$100,000. 
Estimated normal useful life—forty years. 


Resulting normal straight-life deprecia- 
tion rate—2¥4 per cent. 


Declining balance depreciation rate— 
under the Commissioner’s new 150 per cent 
rule—3% per cent. 


Resulting true declining balance deprecia- 
tion rate—10.875 per cent. 


Estimated salvage value at end of normal 
life—$1,000. 


Amount to be depreciated over normal 


life $99,000. 


July, 1947 @e TAX ES—The Tax Magazine 





C—True Declining 
A—New 150% Rule B—Straight-Line Method Balance Method 


Declining Depreciated Declining 
Balance Annual Basis Annual Balance Annual 
Year Beginning Depreciation Beginning Depreciation Beginning Depreciation 
of Year Deduction of Year Deduction of Year Deduction 
$100,000.00 $3,750.00 $100,000.00 $2,475.00 $100,000.00 $10,875.00 
96,250.00 3,609.38 97,525.00 2,475.00 89,125.00 9,692.34 
92,640.62 3,474.02 95,050.00 2,475.00 79,432.66 8,638.34 
89,166.60 3,343.75 92,575.00 2,475.00 70,794.32 7,698.85 
85,822.85 3,218.36 90,100.00 2,475.00 63,095.47 6,861.58 


82,604.49 3,097.67 87,625.00 2,475.00 56,233.89 6,115.34 
79,506.82 2,981.51 85,150.00 2,475.00 50,118.55 5,450.44 
76,525.31 2,869.70 82,675.00 2,475.00 44,668.11 4,857.65 
73,655.61 2,762.09 80,200.00 2,475.00 39,810.46 4,329.34 
70,893.52 2,658.51 77,725.00 2,475.00 35,481.12 3,858.56 


68,235.01 2,558.81 75,250.00 2,475.00 31,622.56 3,438.89 
65,676.20 2,462.86 72,775.00 2,475.00 28,183.67 3,064.90 
63,213.34 2,370.50 70,300.00 2,475.00 25,118.77 2,731.69 
60,842.84 2,281.61 67,825.00 2,475.00 22,387.08 2,434.59 
58,561.23 2,196.05 65,350.00 2,475.00 19,952.49 2,169.78 


56,365.18 2,113.69 62,875.00 2,475.00 17,782.71 1,933.90 
54,251.49 2,034.43 60,400.00 2,475.00 15,848.81 1,723.49 
52,217.06 1,958.14 57,925.00 2,475.00 14,125.32 1,536.09 
50,258.92 1,884.71 55,450.00 2,475.00 12,589.23 1,369.05 
48,374.21 1,814.03 52,975.00 2,475.00 11,220.18 1,220.18 


46,560.18 1,746.01 50,500.00 2,475.00 10,000.00 1,087.50 
44,814.17 1,680.53 48,025.00 2,475.00 8,912.50 969.23 
43,133.64 1,617.51 45,550.00 2,475.00 7,943.27 863.83 
41,516.13 1,556.85 43,075.00 2,475.00 7,079.44 769.89 
39,959.28 1,498.47 40,600.00 2,475.00 6,309.55 686.16 


38,460.81 1,442.28 38,125.00 2,475.00 5,623.39 611.53 
37,018.53 1,388.19 35,650.00 2,475.00 5,011.86 545.04 
35,630.34 1,336.14 33,175.00 2,475.00 4,466.82 485.77 
34,294.20 1,286.03 30,700.00 2,475.00 3,981.05 432.93 
33,008.17 1,237.81 28,225.00 2,475.00 3,548.12 385.86 


31,770.36 1,191.39 25,750.00 2,475.00 3,162.26 343.89 
30,578.97 1,146.77 * 23,275.00 2,475.00 2,818.37 306.49 
29,432.26 1,103.71 20,800.00 2,475.00 2,511.88 273.17 
28,328.55 1,062.32 18,325.00 2,475.00 2,238.71 243.46 
27,266.23 1,022.48 15,850.00 2,475.00 1,995.25 216.98 


26,243.75 + 984.14 13,375.00 2,475.00 1,778.27 193.39 
25,259.61 947.24 10,900.00 2,475.00 1,584.88 172.35 
24,312.37 911.71 8,425.00 2,475.00 1,412.53 153.60 
23,400.66 877.52 5,950.00 2,475.00 1,258.93 136.91 
22,523.14 844.62 3,475.00 2,475.00 1,122.02 122.02 


OOnNnA NPWNDH 


_ 
oe 


pee eet et 
tot de OC DO 


21,678.52 1,000.00 1,000.00 


Notes— 
(a) Rate 344% = 150% of 2U%. 
(b) Rate 214% applied to basis minus salvage (i. e., $100,000 minus $1,000). 


40 
(c) Rate 10.875% = 1— V 1,000 
‘100,000 
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fiable, accurate result, but, on the contrary, 
distorts the results. Usually depreciation 
deductions will be excessively high in the 
earlier years and arbitrarily low in later 
years by the use of the declining balance 
method. Results are further distorted one 
way or another, depending on the extent 
to which the assets in the account at the 
beginning of the year are made up of re- 
cently acquired assets or assets which have 
been in use for many years. In the above 
tabulation the comparison has been made 
on the basis of a forty-year estimated useful 
life, since that corresponds with the rate 
given in the Commissioner’s letter. The 
errors and inconsistencies of the method of 
computation of depreciation by the declin- 
ing balance method become greater as we 
deal with assets having a shorter estimated 
useful life. 


Disadvantages 


In general, the declining balance method 
of computation is not desirable, although 
it might have some advantage at the present 
time if the permission to use it would in- 
duce investors to build more dwellings. Any 
form of depreciation computation based on 
the declining balance will result in a larger 
depreciation during the first few years than 
would result under the straight-line method. 
This is consistent with the fact that prop- 
erty usually loses a greater portion of its 
value in the earlier years of its use. It is 
likewise probable that such a method will 
compensate, during the first few years, for 
the excessively long estimated normal use- 
ful life which is generally insisted upon by 
the Bureau. While buildings, for example, 
may have a very long physical life, in small 
communities and fast-growing communities 
the actual normal useful life of rental property 
in the hands of the original investor is usually 
very much less than is its theoretical life. Prop- 
erty may continue to be used for a long 
time if it is not torn down to give way to 
more suitable structures, but it is not likely 
to be retained by the original investor after 
conditions have changed to the extent that 
its net rental yield is only a fraction of its 
original yield. The Bureau’s insistence 
upon the use of an excessively long theoreti- 
cal useful life generally results in the prop- 
erty’s having a net depreciated value at the 
time disposed of considerably greater than 
its then value or selling price. 


The foregoing portion of this discussion 
of accelerated depreciation has dealt with 
the declining method of computing depre- 
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ciation, as a means of accelerating the 
amount of the write-off in earlier years. 
This phase of the question has received the 
most attention and newspaper notoriety. 


Allowable Amount 
of Accelerated Depreciation 


A more practical problem, which has 
been with us for many years, especially dur- 
ing the war and the reconversion years, is 
the determination of the amount of the ac- 
celerated depreciation allowable, not on the 
basis of any esoteric mathematical formulas, 
but on the basis of the facts as to what 
really has occurred with respect to the 
particular depreciable property during the 
years since it was acquired and how much 
of its normal estimated useful life has ex- 
pired between the beginning and end of the 
taxable year. The statute does not require 
you to continue to use the same estimate of 
normal useful life year after year. If you 
can show that conditions justify revising 
that estimate up or down, you have the 
privilege of doing so. That is not a change 
in accounting method; it is merely recogni- 
tion of new facts. The adoption of the 
straight-line method of computation does 
not mean that you cannot revise the esti- 
mate of normal useful life to be used in 
making that computation. 


The factors that justify revising your esti- 
mate of the normal useful life of depreciable 
property (usually reducing such estimate) 
can be divided into two general classes: 
physical factors and economic factors. 


Physical Factors 


First, as to physical factors: The prop- 
erty may have been used during the taxable 
year a great deal more than was contem- 
plated as normal in setting its estimated 
life. This may result from a larger volume 
of production and/or a greater number of 
hours of operation in a year. A much more 
important physical factor is the misuse and 
abuse of the depreciable property. There 
are various forms of such misuse and abuse. 
Unavoidable abuse of equipment results 
from the employment of inexperienced oper- 
ators. This not only causes breakdowns 
and loss of time in repairs, but is also likely 
to shorten materially the physical life of 
the property beyond the point where it can 
be restored by repairs. Overloading is an- 
other such physical factor—not only the 
overloading which might result from the 
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use Of inexperienced operators, but also 
the intentional overloading of equipment to 
produce the maximum in the minimum 
time. That was frequently done during 
the war years, and it is also being done at 
present because of reconversion problems. 


The normal physical life of depreciable 
property is shortened by lack of proper 
maintenance. Failure to maintain not only 
results in deferred maintenance, but may 
permanently injure the property. Finally, 
there is the matter of fatigue of metals. 
This is often referred to as something new 
and not previously recognized. Undoubt- 
edly the principles of the fatigue of metals 
have been reduced to a more scientific basis 
and are better known, but I can remember 
hearing the matter discussed when I was a 
child. That is, just as a human being can 
be overfatigued, metal and other materials 
can be overfatigued by continuous and ex- 
cessive use without a period of rest. A 
machine that has been running twenty-four 
hours a day for a long period of time will 
suffer from crystallization of its parts ear- 
lier than one that has had periods of rest. 
This was first recognized in a dramatic way 
in connection with ordnance. Cannons that 
are fired rapidly and continuously will crys- 
tallize much sooner than if the same num- 
ber of shots are fired with intervals of rest 
between them. 


All of these physical factors and some 
others, such as excessive vibration, which 
will crack concrete and brick walls and do 
other damage, reduce the physical life of 
assets and justify using a shorter estimated 
remaining life than under normal conditions. 


Net Depreciated Basis 


It is to be remembered that under the 
statute and court decisions the basis of com- 
puting depreciation each year is always the 
the net depreciated basis: that is, the 
basis of the asset minus depreciation al- 
lowed in prior years, but not less than the 
amount of depreciation allowable. That 
does not mean that a declining balance 
method of computation must be used. Un- 
der the declining balance method of com- 
putation a fixed rate of depreciation is 
applied to the net depreciated balance. 
Under the straight-line method a total esti- 
mated normal life is used and the compu- 
tation is made each year by dividing the 
net depreciated balance as of the beginning 
of the year by the remaining years of the 
estimated life of the property. According 
to the tabulation given above, for instance, 
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the annual depreciation charge for the first 
year under the straight-line method may be 
computed by dividing the basis of the prop- 
erty at the beginning of the year (reduced 
by the estimated salvage value at the end 
of its estimated normal life) by forty, since 
the property is assumed to have a remaining 


. life of forty years from the beginning of the 


first year. The next year the depreciated 
balance (less salvage) is divided by thirty- 
nine, and so on each year. If there are no 
additions to the asset account and no re- 
tirements, the same result can be obtained 
by applying the straight-line depreciation 
rate to the gross basis (less salvage). In 
the straight-line example this means apply- 
ing a rate of 2% per cent to a gross basis 
(less salvage) of $99,000. 


T. D. 4422 


The foregoing principles were first brought 
to the attention of the majority of taxpay- 
ers when the Treasury issued T. D. 4422. 
That Treasury decision was written by an 
attorney. Its purpose was to correct the 
situation, quite widespread for a time, in 
which taxpayers were applying depreciation 
rates to the gross cost or other basis of 
property, regardless of the amount of de- 
preciation already claimed, with the result 
that in some cases depreciation allowances 
amounted, in the aggregate, to more than 
the cost or other basis of the property. It 
is quite clear from the legislative history 
that the present provisions of Section 114 
(a) of the Internal Revenue Code relating 
to the use of the adjusted basis of property 
for the purpose of computing depreciation, 
was enacted in order to prevent unfair and 
inequitable advantages to taxpayers who 
had taken excessive depreciation in the past 
and were hiding behind the statute of limi- 
tations in seeking to obtain the full benefit 
of correctly computing deduction in the 
taxable year. (Refer also to Section 113 


(b) (1) (B). 


It most certainly did not justify the re- 
sult reached by the Supreme Court in the 
Virginia Hotel Corporation, which has been 
followed by other courts and the Bureau in 
reaching most inequitable results. The rule 
established in this decision requires that 
the adjusted basis be determined by de- 
ducting amounts of depreciation in excess 
of that properly allowable, even though the 
taxpayer had no benefit from such excess 
and such excess was never formally or in- 
tentionally allowed by the Bureau in prior 
years. 
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Economic Factors 


In addition to the factors which shorten 
physical life of depreciable property, many 
important economic factors shorten the nor- 
mal useful life of depreciable property, re- 
gardless of its physical life. Such economic 
factors include improvements in the art, 
such as improvements in efficiency and 
speed of machinery; improvements in meth- 
ods of building construction; improvements 
and changes in the materials used; and 
other such factors. These improvements do 
not shorten the physical life of the prop- 
erty, but they do shorten the normal period 
of time in which the property will continue 
to serve its intended purpose, prior to being 
scrapped or otherwise relinquished. Where 
such improvements have actually occurred 
and can be demonstrated, it should not be 
very difficult to justify a reduction in the 
estimated useful life of the property. For 
example, if you have machinery in the plant 
that you have been using during the war 
years because you could not replace it, al- 
though it has been known for some years 
to be inefficient and unsatisfactory, it may 
be definitely determined that it is to your 
advantage, especially in view of high and 
increasing labor rates, to obtain newer and 
more efficient machinery. If you can now 
get the new machinery and replace the old, 
so much the better. Suppose you are un- 
able to do this, but have placed an order 
and have been promised delivery of the 
machinery at a later date. Then, for the 
purpose of computing the reasonable al- 
lowance for depreciation, including the rea- 
sonable allowance for obsolescence provided 
in the Code, the estimated useful life of the 
machinery should take into consideration 
.the date when it will be replaced. 


If you are using a composite depreciation 
rate, you obviously are not entitled to base 
a claim for a decreased estimated normal 
useful life upon the shortened life of a sin- 
gle item of depreciable property. You must 
take into consideration the facts relevant to 
the entire group of assets with respect to 
which a single composite depreciation rate 
is being used. If, however, an item or 
group of items of depreciable property is 
being depreciated separately and apart from 
any other and you can determine definitely 
when it is to be replaced, that date will fix 
the end of its useful life and may result 
in an increased depreciation allowance based 
upon the remaining years of its useful life. 
Such a depreciation deduction will then 
include “a reasonable allowance for obso- 
lescence.” 


Obsolescence 


The Treasury regulations and many of 
the Treasury’s rulings refer to obsolescence 
as though it meant a sudden loss of value. 
That is a disregard of the etymology of the 
word and the obvious intent with which it 
is used in the Internal Revenue Code with 
respect to the determination of the depre- 
ciable deduction. Obsolescence means a, 


state or condition of growing old, not one’ 


of suddenly becoming old. We are all suf- 
fering obsolescence, but none of us suddenly 
becomes old; we are all gradually getting 
older, and that is what is meant by obso- 
lescence. It is important to keep this in 
mind because the Treasury has attempted 
to define the allowance for obsolescence as 
though the word means a suddenly discov- 
ered shortening of life. 


When national prohibition was instituted, 
the brewers suddenly discovered that their 
plants would become obsolete as soon as 
they could no longer use them to manufac- 
ture beer. (They did not, at first, expect 
to sell to bootleggers.) This obsolescence 
was recognized by the Treasury and deduc- 
tions for depreciation, including obsoles- 
cence, were allowed on the basis of the 
shortened period of useful life. While that 
was a very unusual situation, obsolescence 
is normally present and should normally be 
anticipated in connection with most assets. 
That is, most depreciable property has a 
shorter useful life. than its actual physical 
life. It may not be known just when the 
normal useful life of the property will be 
terminated or just what factors will result 
in such termination, but it is a normal ex- 
pectancy that obsolescence is taking place. 
In a way, that is similar to the situation 
with respect to the reserve for bad debt 
losses. Just which accounts will result in 
losses may not be known, but it is known 
that losses are normally to be expected, and 
provision should be made for such losses. 
We know that the design and efficiency of 
machinery is always being improved, and 
normal experience shows that before all the 
machinery has worn out it will normally 
be necessary to replace it by more modern 
and efficient machinery. The Treasury is 
always willing to be guided by the taxpay- 
er’s past history and actual experience, but 
that may not be of much help to the tax- 
payer. For instance, a taxpayer may have 
continued to use assets during the war pe- 
riod beyond their normal useful life because 
it was impossible to obtain new equipment. 
For this reason, a look at the recent experi- 
ence of the taxpayer, without analyzing the 
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reasons for the length of service of the de- 
preciable property, would indicate that such 
property has a long normal useful life. In 
establishing what would be a normal useful 
life, you might take into consideration the 
general experience of your industry or of 
industry in general with regard to replacing 
equipment, because of obsolescence, long 
before its physical life has expired. You 
may be able to show that such property is 
normally replaced because newer and more 
efficient equipment is designed, not because 
it is no longer possible to obtain production 
with the old equipment. 


Changes in Demands 


Obsolescence results also from changes in 
demands made on the property. Such ob- 
solescence does not mean that the property 
becomes entirely useless, but it may hasten 
the day when the taxpayer will get rid of it. 
For example, after a certain point has been 
reached you may decide that it is better to 
buy bigger, better and more efficient trucks; 
or you may decide to buy new trucks to cut 
repair costs or to avoid the resulting loss of 
time, which is even more expensive than 
the direct cost of repairs. Such a termina- 
tion of useful life does not mean that these 
trucks cannot be used. When they are 
traded in, they may be bought and used by 
someone else. Nevertheless, that is the end 
of their useful life as far as the taxpayer 
is concerned. This same principle is appli- 
cable to many other types of equipment. 


Depreciation deductions which take into 
consideration this factor of obsolescence are 
a form of accelerated amortization since, 
in effect, these deductions write off the cost 
of the asset over the useful life, or, in other 
words, amortize such cost. The Treasury, 


1Taxpayers claiming abnormal depreciation 
are required, when the Bureau audits their re- 
turns, to furnish the following information: 

1. Principal types of machinery. 

2. Number of machines of same type or model. 

3. Cost, by items. 

4. Age, dates of installation, 
when acquired. 

5. Function, use and operation of each prin- 
cipal type of machine. 

6. Wearing parts replaceable and how ac- 
counted for on books—that is: 

(a) Expenses through repair and maintenance 
charges. 

(b) Capital items credited to plant 
charged to the depreciation reserves. 

7. Historical record of retirements, showing: 

(a) Date of installation. 

(b) Date of retirement. 

(c) Cause of retirement. 

8. Classification of items as follows: 

(a) Those items the life of which is not af- 
fected. by use. Percentage of dollar value. 


and, if new, 


and 


Accelerated Depreciation 


however, sets up many obstacles in the way 
of obtaining accelerated depreciation or in- 
creased depreciation based upon normal ob- 
solescence. The Treasury demands sixteen 
items of information’ and an enormous 
amount of work may be required to answer 
those questions fully. 


Treasury's Objection 


The principal objection raised by the 
Treasury to the allowance of accelerated 
depreciation based on a shortened useful 
life, is the theory that even though the as- 
set’s physical life is shortened, its normal 
useful life in the hands of the taxpayer is 
not shortened. For instance, if depreciation 
is being allowed on certain machinery at a 
ten per cent rate, this assumes that the 
average useful life of the assets in that 
group will be ten years. Some of these 
assets may be scrapped, sold or otherwise 
disposed of before ten years and others dis- 
posed of later; but it is assumed that the 
average useful life on a weighted dollar 
basis will be ten years. If the physical life 
of these assets is reduced, saved, by forty 
per cent, because of excessive use and abuse 
during the war period, some of these assets 
might still have a physical life of ten years 
because their actual normal physical life may 
be as much as twenty years. In such a case 
a reduction of 40 per cent in the normal 
useful life would still leave a twelve-year 
expected physical life. Such an assumption 
or conclusion, however, is flying in the face 
of reality; assets are not usually retained 
in use until they have lost all their value, 
but, as a rule, are discarded when they 
have lost only a portion of their value in 
use. Hence, a decrease in the physical life 
of such assets will also lower their normal 
expected useful life. 


(b) Items having wearing parts which are 
maintained in good operating condition by re- 
placement of minor parts through current yearly 
expenses, and on which use is a minor factor 
as affecting total useful life. Percentage of 
dollar value. 


9. Percentage of dollar value retired for ob- 
solescence. 

10. Percentage of dollar value retired on ac- 
count of wear and tear, after elimination of 
items defined under paragraphs 8 and 9. 

11. Average age of retirement on account of 
obsolescence. 

12. Average age of retirement on account of 
wear and tear. 

13. Number of men required to operate ma- 
chines at full capacity. : 

14. Production, machines fully manned. 

15. Normal production—how estimated. 

16. Estimated decreased life for items com- 
prised under paragraph 10, on account of ac- 
celerated production—how determined. 
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Development of Improvements 


A more important consideration is that 
the conditions of accelerated physical activ- 
ity are almost invariably accompanied by 
accelerated activity in the development of 
improvements and new equipment. For in- 
stance, when machinery is run overtime or 
overloaded, faulty design, as well as me- 
chanical defects, is quickly discovered. As 
a matter of fact, such overloading and con- 
tinuous operation are common methods of 
testing the efficiency of machinery in order 
to design improvements. Since the faults 
will show up more quickly under condi- 
tions of accelerated use, the correction of 
those faults will be reflected more quickly 
in machinery of improved design. Strenu- 
ous demands on equipment always lead to 
improvements in the art of manufacturing 
such equipment. Hence, it is apparent that 






the principal argument of the Treasury 
against the allowance of accelerated depre- 
ciation is not supported by experience. 











The probable reduction in the normal use- 
ful life of an asset as a result of abnormal 
conditions can be only a conclusion. The 
taxpayer who is trying to prove that his 
assets have sustained abnormal or acceler- 
ated depreciation must be prepared to pre- 
sent facts which will justify the conclusion 
that their normal useful life has been short- 
ened by abnormal conditions. The ultimate 
goal is the determination of a reasonable 
allowance for depreciation (including obso- 
lescence) in the taxable year, and this can 
be achieved only by presenting facts to sup- 
port a conclusion as to the estimated rea- 
sonable life of the asset under the conditions 
existing in that year. 










































[The End] 











Bill No. Subject 


H. J. Res. 210 Powers of appointment: Discharge 


of indebtedness by corporations To President 6/19 
H. R. 468 Personal holding company distri- 
butions To President 6/19 
H. R. 959 Drawback upon exportation of 
distilled spirits and wines To Sen. Finance Com. 6/13 
H. R. 981 Refunds to certain Indians To Sen. Pub. Lands Com. 6/3 
H. R. 1565 Codification of Tit. 1, U. S. Code 
(“General Provisions’’) To Sen. Com. on Judiciary 5/13 
H. R. 1945 Regulation of manufacture of wine To Sen. Finance Com. 6/17 
H. R. 1946 Liberalization of rules governing 
blending of beverage brandies To Sen. Finance Com. 6/17 
H. R. 1947 Limiting liability of stockholders, 
etc., in registered distilleries To Sen. Finance Com. 6/17 
H. R. 2657 “Administrative Practitioners Act” Introduced 3/20 
H. R. 2872 Clarification of Public Debt Act To President 6/19 
H. R. 3190 Revision and codification of Tit. 18, 
U. S. Code (“Crimes and Crim- 
inal Procedure”) To Sen. Com. on Judiciary 5/13 
H. R. 3214 Revision and codification of Tit. 28, 
U. S. Code (“Judicial Code and 
Judiciary”) (makes the Tax 
Court a court of record) Reported by H. Com. on 
| H. R. 3602 Exemption from tax on admissions Judiciary 4/25 
| to nonprofit agricultural fairs To Sen. Fin. Com. 6/6 
H. R. 3861 Allowance to a successor railroad 
corporation of benefits of cer- 
tain carry-overs of a predeces- 
sor corporation Passed House 6/23 
H. R. 3950 Tax reduction for 1948 Introduced 6/24 
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Tax Pitfalls 


By 


GEORGE J. LAIKIN 


N THE CASE of the “misplaced decimal 

point,” the taxpayer was trapped by the 
innocent error of an employee. In preparing 
a capital stock return for the Lerner Stores 
Corporation, the decimal point was inadvert- 
ently placed so that the value of its capital 
stock was declared to be $25,000 instead of 
$2,500,000 as intended. An amended capital 
stock tax return was proferred for filing as 
soon as the error was discovered. It was 
rejected, however, because the period of 
limitations had expired. The Supreme Court 
of the United States recognized?’ that “the 
hardship resulting from the misplaced deci- 
mal point was plain.” but held that “Con- 
gress, not the Court, is the source of relief.” 
That decimal point cost the taxpayer dearly. 


A misplaced decimal point is comparatively 
easy to detect. Most pitfalls are so concealed 
that only eternal vigilance can prevent en- 
trapment. Ignorance of the law and mistake 
have been rejected as excuses. While the 
Supreme Court has declared that “it is not 
the purpose of the law to penalize frank dif- 
ference of opinion or innocent errors made 
despite the exercise of reasonable care,’” 
what is “reasonable care” involves a test 
which is subjective, elusive, and speculative. 


1 Helvering v. Lerner Stores Corporation [42-1 
ustc J 9163], 314 U. S. 463 (1941). 


2 Spies v. U. S. [43-1 ustc J 9243], 317 U. S. 
492, 496 (1942). 


The Bureau of Internal Revenue is now 
asserting a twenty-five per cent penalty against 
corporate taxpayers who did not file excess 
profits tax returns because they believed they 
were not subject to the tax.® 


Problems Affecting Lawyers 


Tax complexities are present in every 
phase of the practice of the law. Some in- 
volve the lawyer himself. Thus, attorneys 
frequently receive substantial fees at the 
conclusion of litigation pending for several 
years. Considerable income is pyramided in 
one year and a disproportionate amount 
thereof would be paid in taxes, were it not 
for the relief provided by Section 107 of the | 
Internal Revenue Code. It provides that if 
eighty per cent of the total compensation for 
services rendered over a period of more than 
thirty-six months is received in one year, 
the tax shall not be greater than the aggre- 
gate of the tax which would have been paid 
had the compensation been received ratably 


3 Southeastern Finance Company [CCH Dec. 
14,470], 4 TC 1069 (1945); aff’d [46-1 ustc J 9157] 
153 F. (2d) 205 (CCA-5, 1946}; Dougherty Com- 
pany v. Commissioner [47-1 ustc { 9117] 159 F. 
(2d) 269 (CCA-4, 1946). See dissents in Econ- 
omy Savings and Loan Company [CCH Dec. 
14,696], 5 TC 543 (1945); P. Dougherty Company 
[CCH Dec. 14,763], 5 TC 791 (1941), aff’d 
CCA-4, supra. 
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for the Tax Division of the Department of Justice, Washington, D. C. 
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Tax Pitfalls 





over the entire period during which the 
services have been performed. The attorney 
may recompute his income and his taxes as 
if he had received a proportional amount of 
the fee during each year in which services 
were rendered, with obvious savings in in- 
conte taxes. Upon being engaged in a matter 
of substance, the attorney should be careful 
not to receive more than twenty per cent 
of the anticipated fee before his services are 
concluded,* and to complete the’ services 
within the same year when at least eighty 
per cent of the compensation is finally paid.’ 


Section 107 does not require the attorney 
to lump together all fees received from a 
client for services rendered for him in a 
variety of matters. Each matter may be 
treated separately.® Adequate records should 
be kept, therefore, with respect to all matters 
to which Section 107 may be applicable. 


Attorneys who entertain clients at home 
or who have home law libraries should not 
overlook the possibility of depreciation de- 
ductions. Thus, in Beaudry v. Commissioner’ 
the Tax Court ruled that depreciation deduc- 
tions were allowable with respect to a rug, 
radio, cocktail table and other items which 
were part of the equipment of an attorney’s 
home library used exclusively for business 
purposes. 

Some attorneys claim deductions for dues 
to golf and other clubs. This may be done 
only if it can be established that such ex- 
penditures are necessary in the conduct of 
the attorney’s practice and that business 
benefits may be expected therefrom.’ The 
attorney should recognize that he may be 
required to give the names of new clients 
or the amount of new business derived from 
contacts made through the clubs. That club 
memberships are generally helpful in obtain- 
ing clients is not a sufficient ground for al- 
lowing the deductions.’ 


Domestic Relations 


The field of domestic relations has not 
escaped its share of tax pitfalls. Every party 
to a divorce proceeding involving alimony or 
property will find it advantageous to con- 
sider tax implications. 


4Cf. Hanna v. Commissioner [46-1 ustc J 9280], 
156 F. (2d) 125 (CCA-9, 1946). 

5 Treasury Regulations 111, Section 29.107-1. 

® Cf. Nast [CCH Dec. 15,298], 7 TC 432 (1946). 

™[CCH Dec. 13,092(M)] 1 TCM 838; aff’d [45-2 
ustc { 9328] 150 F. (2d) 20 (CCA-2, 1945); on 
remand [CCH Dec. 14,978(M)] 5 TCM — (1946). 

8 Boehm [CCH Dec. 9652], 35 BTA 1106 
(1937). 

® Boehm, supra; Lellyett & Rogers, Inc. [CCH 
Dec. 15,442(M)], 5 TCM 884 (1946). 


Under the Internal Revenue Code” the 
amount paid periodically by a husband to 
his wife under a “decree of divorce or sepa- 
rate maintenance” in discharge of a “legal 
obligation which, because of the marital or 
family relationship is imposed upon or in- 
curred by such husband under such decree 
or under a written instrument incident to 
such divorce or separation,” is deductible 
from the husband’s income and taxable to 
the wife. , 


In Kalchthaler v. Commissioner" the tax- 
payer had deserted his wife and failed to 
provide for her support. Proceedings were 
instituted by the wife in the Pennsylvania 
courts to compel support. She obtained a 
judgment requiring the husband to pay a 
weekly sum for her support. When the tax 
consequences were reviewed, the Tax Court 
pointed out that judgment for support was 
not a decree of divorce or legal separation; 
that the taxpayer’s ‘wife was not legally 
separated from him; that the deduction was 
available to the husband only if the pay- 
ments were made to a “wife who is divorced 
or legally separated from her husband under 
a decree of divorce or of separate mainten- 
ance.” As a consequence, it held that the 
taxpayer was not entitled to deductions for 
amounts paid to his separated wife. 


In Brown v. Commissioner” the Tax Court 
denied a husband any deduetions for sums 
paid in accordance with a separation agree- 
ment entered into without court proceedings, 
pointing out that such payments were not 
made under a decree as required by the In- 
ternal Revenue Code. Private agreements 
do not qualify. 


Temporary alimony is not deductible by 
the husband. To be deductible, the payments 
must be made after a decree has been 
entered.” 


Payments made by a husband for the sup- 
port of his children are not deductible under 
the Internal Revenue Code. Even though 
such payments are received by the wife, 
they are not taxable to her if she received 
them merely on behalf of the children. A 
judgment in a divorce matter should, there- 
fore, clearly differentiate between the amounts 
paid as alimony and as support money." 
The consequence of failing to do so, is illus- 
trated by Moitorct v. Commissioner.” Here 
the taxpayer was a divorced wife. The decree 


10 Section 22(k) and Section 23(w). 

11 [CCH Dec. 15,336] 7 TC 625 (1946). 

1%2(CCH Dec. 15,369] 7 TC 715 (1946). 

18 Wick [CCH Dec. 15,375], 7 TC 723 (1946). 

44 Budd [CCH Dec. 15,295], 7 TC 413 (1946); 
Regulations 111, Section 29.22(k)-1. 

1% [CCH Dec. 15,352] 7 TC 640 (1946). 
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provided for payments to the wife for the 
support and maintenance of herself and the 
minor children but did not allocate any specific 
sum for the children. The wife contended that 
to the extent that the payments were made 
to support the children, they should not be 
taxable to her. The Tax Court, however, 
interpreted the decree of the divorce court 
literally and taxed the whole amount to her. 


To be deductible by the husband, the pay- 
ments under a divorce decree must be periodic; 
they must be on an installment basis. Section 
22(k) of the Internal Revenue Code provides 
that “an installment payment shall be con- 
sidered a periodic payment for the puposes 
of this sub-section if the principal sum, by 
the terms of the decree or instrument, may 
be or is to be paid within a period ending 
more than 10 years from the date of such 
decree or instrument.” A lump sum settlement 
does not qualify as a deduction to the hus- 
band. It is not income to the wife.® If 
under a divorce settlement the husband is 
required to pay $10,000 at the rate of $1,000 
a year for ten years, the first payment to be 
made as of the date of the judgment of the 
divorce, the payments will not be deductible to 
the husband or taxable to the wife because 
the full amount of the settlement will have 
been paid prior to the end of ten years after 
the date of the divorce judgment. If divorce 
settlement payments are to be deductible, 
the installments must extend over a period 
sufficientiy long so that the last installment 
will be made more than ten years from the 
date of the judgment. 


The impact of the federal tax law upon 
divorce and legal separations is now so great 
that one writer suggested that the marriage 
vow be revised to conclude “until death or 
taxes do us part.’””" 


* Regulations 111, Section 29.22(k)-1. A lump 
sum divorce settlement is not a taxable gift to 
the wife. Converse [CCH Dec. 14,813], 5 TC 
1014 (1945). 

“ Weisbard, ‘‘Taxation of Family Liquida- 
tion,””’ TAXES—The Tax Magazine, November, 
1946, p. 1055. 

** The attempt to tax a husband upon. the in- 
come received by members of his family on 
the theory that he exercised control over their 
property or incomes has reached the point that 
Circuit Judge Learned Hand, in Kohnstamm v. 
Pedrick [46-1 ustc { 9122], 153 F. (2d) 506 
(CCA-2, 1945), was forced to declare: ‘‘We 
cannot understand on what conceivable theory 
the income from the investments made by the 
children’s mother is to be taken as the 
(father’s]. The [Collector] suggests nothing to 
support this extraordinary position except that 
she [the wife] uniformly consulted her husband 
about what she should do. It would indeed add 


Tax Pitfalls 


Inter-Family Transactions 


Transactions between inembers of a family 
are full of tax pitfalls. A wife’s substantive 
rights to property acquired from her hus- 
band may have little bearing upon tax con- 
sequences.” It has been aptly said that “bed 
chamber arrangements” between a husband 
and wife will be viewed with suspicion. The 
courts refuse to recognize “concepts of own- 
ership fashioned out of legal niceties 
which may have little or no significance in 
... household arrangements.” The current 
attack on husband and wife partnerships 
illustrates the divergence between tax law 
and the substantive law. Yet there are situ- 
ations where tax consequences are governed 
by “legal niceties.” 


Notwithstanding the assault on family 
partnerships, if title to real estate is held in 
joint tenancy by a husband and wife under 
the laws of a state which give the wife an 
equal vested interest in the real estate and 
to the income therefrom,” the Bureau of 
Internal Revenue has consistently ruled that 
the income is divisible between them.” Under 
these rulings, it is apparently of no signifi- 
cance that the wife’s interest in the jointly 
held property was acquired through gift.” 


Typical of special provisions relating to 
family transactions, are those prohibiting 
deductions for losses arising from sales or 
exchanges of propety directly or indirectly 
between members of a family.” To illustrate: 


Suppose A owns securities which have 
fallen in market value. He wishes to sell 
and claim a loss. Yet he has sufficient faith 
in the securities to wish to retain them for 
his family. If he sells the securities directly 
to his wife, he is precluded from claiming 
a loss even though she pays him the current 
market value.* If the securities are listed 
and A sells them with the thought of having 


terror to marital confidences if, whenever a 
woman asked her husband’s advice, sporadically 
or uniformly, about what to do with their chil- .- 
dren’s money, she took the chance that their 
income would be added to his for purposes of 
taxation. It may be that for tax purposes the 
jural indissolubility of the family will in the 
end be restored to the position it occupied in 
archaic law; but so far that has not happened.”’ 

1” Helvering v. Clifford [40-1 ustc { 9265], 309 
U. S. 331 940). 

2 This is the situation in Wisconsin. Sections 
246.01, 246.03, 234.21, Wisconsin Statutes, 1945. 

217, T, 3754, 1945 CB 143. 

2 As distinguished from ‘‘typical’’ family 
partnership cases such as Tower v. Commis- 
sioner [46-1 ustc { 9189], 327 U. S. 280 (1946), 
and Lusthaus v. Commissioner [46-1 ustc { 9190], 
327 U. S. 293 (1946). 

3 Section 24(b) (1) (A), I. R. C. 

4 Ibid. 



















































































































































































































































































































































Mrs. A repurchase them immediately through 
the exchange, A’s loss may, nevertheless, be 
disallowed.” There are conflicting decisions 
with respect to this. In Commissioner v. Mc- 
Williams,* the Sixth Circuit, and in Commis- 
stoner v. Kohn,” the Fourth Circuit, held that 
a loss could not be taken by a husband on 
the securities repurchased by the wife even 
though such sale and purchase took place 
through the medium of a public exchange. 
The Second Circuit Court of Appeals, in 
Commissioner v. Ickelheimer,* took a contrary 
view and allowed the loss. No doubt, the 
Supreme Court will resolve this conflict. 


Special tax considerations affecting the 
family may be further illustrated by the pro- 
visions relating to personal holding com- 
panies wherein an individual is considered as 
owning the stock of a corporation although 
title to such stock is held by a member of his 
family,” and also by the provisions requiring 
the immediate payment of salaries and in- 
terest to stockholders owning directly or 
indirectly fifty per cent or more of the out- 
standing shares.” 

Clearly, before transactions between mem- 
bers of a family are consummated, the tax 
implications should be throughly investigated. 


Gifts 


A owned 100 shares of X Corporation 
stock, which he purchased at $100. The 
shares dropped to $20, at which price he 
sold them to his son. Later, the market hav- 
ing risen, the son sold them at $40. While A 
is precluded from claiming a loss because 
the sale was made to a member of his family, 
the son, nevertheless, will be required to pay 
a tax upon the gain he realized when the 
stock he purchased from his father at $20 
was sold at $40.” 


If A had made a gift of the shares to his 
son, the situation would have been different. 
The son would not be required to pay any 
tax upon sale of the stock at $40. His basis, 
as the recipient of the gift, would have been 
$100—the donor’s basis.“ Moreover, since 
the 100 shares were worth only $2,000 as 
of the date of the gift, the transfer would 
have been free of any gift taxes. Under the 





2% See Section 118, I. R. C., relating to wash 
sales. 

26 [46-2 ustc { 9404] (December 3, 1946). 

27 [46-1 ustc { 9393] 158 F. (2d) 32 (November 
13, 1946). 

28 [43-1 ustc { 9231] 132 F. (2d) 660. 

29 Section 503, I. R. C. 

30 Section 24(c) (3), I. R. C. 

% Because Section 113, I. R. C., provides no 
exception to basis in this type of situation. 

32 Section 113(a)(2), I. R. C. 


circumstances, a gift rather than a sale 
would have been better taxwise. 


It should be noted that while the measure 
of gain is the difference between the donor’s 
basis and the amount realized by the re- 
cipient upon sale, if a loss is incurred, the 
loss is measured by the difference between 
the value as of the date of the gift and the 
amount realized by the recipient upon sale.* 
This distinction must be borne in mind if 
it is intended that the recipient will sell at 
a loss in order to offset other taxable gains 
which he may have. 


Under the Internal Revenue Code a per- 
son may make a gift of $3,000 a year to as 
many individuals as he chooses, without 
paying a gift tax.“ Thus, Jones each year 
may make a gift of $3,000 to each of his 
children without paying a tax. But if the 
gift involves a future interest, if the recipient 
does not receive immediate rights to that 
which is given away, the $3,000 annual exclu- 
sion does not apply. A gift made in trust 
with income to be accumulated, is a gift of 
a future interest and does not qualify for 
the annual exclusion. This may be true even 
though the trustee is given authority to use 
income for the support of a beneficiary if, 
in the trustee’s discretion, it is necessary.” 


Frequently gifts are made for the purpose 
of dividing an estate during the lifetime of 
the owner. Items to be given away for this 
purpose should be those which have not 
appreciated greatly in value while held by 
the donor. Assume A owns stock in X Cor- 
poration, which he has held for many years. 
He bought the shares for $10. They are now 
worth $100. If those shares are given away, 
the gift tax will apply to a valuation of $100. 
If the recipient later sells the shares at $100, 
he will pay a tax upon a gain of $90. The 
sum of the gift tax and the capital gains tax 
may actually exceed the amount of the 
estate tax that would have been paid with 
respect to the shares if they had remained 
in the estate and passed at death through 
a testamentary disposition. A beneficiary re- 
ceiving these shares at A’s death would have 
paid a tax upon the gain measured only by 
the difference between the value as of the 
date of death and the amount realized upon 
sale. These factors should be given careful 
consideration before a person of advanced 
age effectuates gifts. There is, of course, 





33 Ibid. 

*% Section 1003(b) (3), I. R. C. 

% Fondren v. Commissioner [45-1 ustc 
7 10,164], 324 U. S. 18 (1945); Commissioner v. 
Disston [45-2 ustc J 10,207], 325 U. S. 442 (1945). 
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always the danger that a gift may be held to 
be in contemplation of death and defeat any 
estate tax minimimization purpose. 


Joint Tenancies 


Gifts creating joint tenancies can prove 
very expensive taxwise. Title to real estate 
is frequently held by a husband and wife 
in joint tenancy. Depending upon the amount 
involved, the joint tenacy may cause the 
property to be subjected to the gift tax as 
well as double estate taxes. 


The creation of a joint tenancy is a tax- 
able event under the gift tax laws.* The 
value of a gift will be determined on the 
basis of actuarial principles. Upon death of 
the husband, title to the entire property 
automatically vests in the wife, but his half 
is subject to tax in his estate. If the wife 
retains the property until her death, the 
share she received from her husband will 
again be subject to estate taxes. Hence, 
consideration should be given to the use of 
a trust instead of a joint tenancy. The trust 
permits tax economies and provides for the 
continuity of title. Individuals with tax- 
able estates should avoid joint tenancies. 


Wills and Trusts 


The will and testamentary trust, so im- 
portant in the disposition of an individual’s 
estate, are replete with tax difficulties and 
uncertainties. A few of the pitfalls will be 
illustrated. 


A good will cannot be drawn unless the 
attorney has sufficient knowledge concern- 
ing his client’s financial affairs and family 
situation. For example: Suppose A, a man 
of considerable means, engages an attorney 
to draw a will. A is advised as to the 
desirability of creating a testamentary trust, 
and as to the possible estate tax economies. 
A agrees to this program. However, A fails 
to disclose, and the attorney fails to dis- 
cover, that A has substantial amounts of life 
insurance from which his wife is to receive 
stated monthly payments. The will as drawn 
contains no specific provision for the pay- 
ment of estate or inheritance taxes. Upon 
the death of A, Mrs. A is the beneficiary 
under a testamentary trust and the recipient 
of fixed payments from life insurance. The 


executor of A’s estate is faced with the duty 
of collecting from Mrs. A the proportionate 
amount of federal estate tax which the face 
amount of life insurance bears to A’s entire 
net estate.” 


Mrs. A is thus in the very dif- 








108, Section 86.19. 
37 Section 826(c), I. R. C. 


Tax Pitfalls 








% Regulations 108, Section 86.2; Regulations 





ficult position of having to raise money to 
pay the estate taxes attributable to life in- 
surance proceeds which she will not receive 
except in installments over a period of many 
years. Clearly, this is not what A had in 
mind when he made his estate plans.® 


Every well-drawn will should contain spe- 
cific directions covering payment of the estate 
and inheritance taxes. Without such a pro- 
vision, it is impossible to plan with certainty 
for the support and maintenance of depend- 
ents and beneficiaries. 


Many wills are drawn leaving the whole 
of a substantial estate to the surviving spouse. 
The fact that upon the death of the spouse 
another set of estate taxes and death charges 
will be payable, is not considered. Often a 
will is drawn leaving the entire estate to a 
wife and expressing the hope that she will 
take care of the children. This, too, sub- 
jects the entire estate to a second tax at the 
death of the wife. Such double taxation can 
be avoided. Present high estate tax rates 
make it necessary to postpone as long as 
possible the vesting of title to an estate in 
heirs and beneficiaries. The trust medium 
should be used for this purpose. 


‘Where a number of beneficiaries are in- 
volved, consideration should be given to the 
creation of several separate trusts rather 
than a single testamentary trust. Separate 
trusts make for greater ease in planning and 
administering an estate. Income tax econo- 
mies are possible. If only one trust is created 
and the income therefrom is to be accumu- 
lated, such income will be subject to tax in 
higher brackets than if the same amount 
were divided among several trusts. Mul- 
tiple exemptions will be available. Lower 
tax brackets will be applicable. 


The provisions of a testamentary trust 
must be flexible so as to provide for the 
needs of beneficiaries as conditions change. 
Great care must be exercised, however, lest 
the provisions designed to provide flexibility 
subject the estate to a second tax at the 
death of a beneficiary. 


Provision is frequently made in a testa- 
mentary trust for the payment of the in- 
come to a widow plus such additional amounts 
of principal as she may from time to time 
demand. The effect of such a provision is 
to give the widow complete control over the 
estate left in trust for her, and the entire 
amount thereof would be subject to estate 
taxes at her death. If, however, the right 


% The same problem is also present with re- 
spect to property passing pursuant to a power 
of appointment. Section 826(c), I. R. C. 





659 
























































































































to invade corpus is vested in someone other 
than the widow, such invasion can take 
place for her benefit without double estate 
tax consequences. Such discretion may be 
exercised by a trustee, provided the widow 
is not the trustee.” 


Frequently an estate is to be devoted to 
charitable purposes after the death of cer- 
tain life beneficiaries. Charitable bequests 
are not subject to the estate tax.” However, 
if the right to invade principal is given, the 
amount to be devoted to charitable purposes 
becomes uncertain and the deduction for the 
charitable bequest may be lost.“ The right 
to invade should be sharply circumscribed, 
if not entirely eliminated, lest the hoped-for 
estate tax minimization fail to materialize. 


Real Estate Transactions 


Many problems arise in connection with 
real estate transactions. One of them re- 
lates to the deductibility of real estate taxes 
adjusted as of the time of closing. The gen- 
eral rule is that real estate taxes are de- 
ductible when paid or accrued, depending 


upon the accounting method employed.® © 


Assessments for local benefits, however, are 
not deductible.“ The distinction depends 
upon whether or not the levy is imposed to 
pay for some local improvement which bene- 
fits only a limited number of property owners 
and is collectible only from them. When it 
is, there is no deduction. 


When real estate transactions are closed, 
the purchaser customarily reimburses the 
seller for the portion of any taxes already 
paid which is allocable to the period follow- 
ing the closing. When the taxes for the 
current period are not yet payable, the seller 
credits the purchaser with the portion allo- 
cable to the period during which he (the 
seller) held title.* This common practice 
does not, however, determine which of the 
parties is entitled to a deduction for income 
tax purposes. The rule is that if the tax is 
a personal obligation of the seller or a lien 





‘9 Regulations 105, Section 81.24(1); Section 
811(f), I. R. C. See also, as to the income tax, 
Regulations 111, Section 29.22(a)-22, as added 
by T. D. 5488; Jergens v. Commission [43-1 
ustc { 9489], 136 F. (2d) 497 (CCA-5, 1943), 
cert. den. 320 U. S. 784. 

# Section 812(d), I. R. C. 

“1 Industrial Trust Company v. Commissioner 
(45-2 ustc { 10,231], 151 F. (2d) 592 (CCA-1, 
1945). 

4 For date of accrual under Wisconsin law, 
see G. C. M. 24599, 1945 CB 110. 

43 Regulations 111, Section 29.23(c)-3. 

“ This is now the rule in Wisconsin by stat- 
ute. Section 74.62, Wisconsin Statutes, as 
amended by Chapter 495, Laws of 1945. 
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on the property prior to the closing date, the 
purchaser may not deduct the tax even 
though it is paid by him. The tax is treated 
as a part of the cost of the property.* If, 
however, the tax is neither a personal obli- 
gation of the seller nor a lien prior to the 
closing date, the purchaser may deduct the 
entire tax paid. The amount which he re- 
ceived from the seller at the closing is 
treated as a reduction of the selling price. 
These rules operate regardless of the closing 
method employed. 


If an owner of real estate, operating on 
a cash basis, were to pay 1948 real estate 
taxes on December 31, 1947, such taxes 
would not be deductible in 1948 even though 
the taxpayer paid them for and intended to 
claim them in 1948. They must be deducted 
in the year in which they were paid or ac- 
crued. Hence, the income for both 1947 
and 1948 would be distorted. Such distor- 
tions can prove expensive. 


Under long-term or valuable leases, the 
payment of advance rentals or the deposit of 
security creates tax-problems. Care must be 
exercised lest advance payments or the de- 
posit of security constitutes taxable income 
to the landlord in the year in which such 
advance payments were made or the security 
was deposited. The general rule is that ad- 
vance rentals paid upon the execution of a 
lease without restriction as to the disposi- 
tion or enjoyment thereof by the landlord 
are taxable in full in the year received and 
cannot be apportioned over the term of the 
lease.” This rule applies whether the land- 
lord is on a cash basis or on the accrual 
basis.“ Sums deposited with the landlord, 
solely for the purposes of security, which 
are to be kept intact and refunded to the 
lessee upon termination of the lease, ordi- 
narily do not constitute income to the lessor.” 


A security provision in the lease whereby 
the lessee deposits a sum of money to be 
applied against the rental for the last period 
of the lease in the event all other conditions 
have been performed, is vulnerable on the 
ground that there are no restrictions against 
the use of the funds by the landlord. Such 





4% Magruder v. Supplee [42-2 ustc { 9498], 316 
U. S. 394 (1942); Commissioner v. LeRoy [45-2 
ustc { 9441], 152 F. (2d) 936 (CCA-2, 1945). 

4 Section 43, I. R. C. 

41 0’Day Investment Company [CCH Dec. 
4505], 13 BTA 1230; Renwick et al. v. U. 8. 
[37-1 ustc 7 9010], 87 F. (2d) 123 (CCA-7, 1937). 

* Cf. C. H. Mead Coal Company [CCH Dec. 
8706], 31 BTA 190 (1934); Scott [CCH Dec. 
7962], 27 BTA 951 (1933). 

*® Estate of Barker [CCH Dec. 4371], 13 BTA 
562; Clinton Hotel Realty Corporation v. Com- 
missioner [42-2 ustc { 9559], 128 F. (2d) 968 
(CCA-5, 1942). 
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a deposit actually constitutes an advance 
payment of rental. ~ 


Although the lessor must pay income taxes 
on advance rentals in the year of receipt, the 
lessee iS required to amortize the advance 
payments over the term of the lease.” 


Where a lessee makes extensive improve- 
ments, he may amortize the cost thereof over 
the period of the lease. If the lease contains 
an option to renew, amortization must, never- 
theless, be based upon only the principal 
term of the lease without taking into consid- 
eration the renewal period.” Unless this is 
done, the loss of some amortization deduc- 
tions may occur in the event the lease is not 
renewed or extended. 


Where a closely held corporation pays 
rent to a major stockholder, the question 
may arise as to whether a portion of the 
rent should not be disallowed on the ground 
that it is excessive—that it is in part a dis- 
tribution of corporate profits. This occurred 
in Limericks, Inc. v. Commissioner.” Here 
the majority stockholder and his wife owned 
all but one qualifying share. They also 
owned the real estate, which they purchased 
for $50,000 and rented to the corporation at 
$18,000 a year. The Tax Court held that a 
fair rental for the property was only $8,400 
a year, and treated the rest of the payments 
as a distribution of corporate profits not 
deductible by the corporation but taxable 
to the recipients. 


One of the factors contributing to the Tax 
Court’s ruling in the Limericks case was that 
the corporation had advertised extensively, 
through printed media and on the radio, that 
its business had moved “out of the high- 
rent, high-tax district,” and that the cus- 
tomers would “save the difference.” This 
prompted the Tax Court to say: 


“The payment by petitioner corporation 
of $8,400 per year rental will give at least 
a color of verity to the.petitioner’s advertise- 
iment that it had moved into ‘a low-rent’ 
district. While it is regrettable from the undis- 
puted evidence in this case that petitioner’s 
customers did not ‘save the difference’, the 
law will permit the government to ‘tax the 


difference’. 


Many corporations and stockholders have 
been subject to double taxes unnecessarily 


5 Regulations 111, Section 29.23(a)-10; Main 
& McKinney Building Company v. Commissioner 
[40-2 ustc { 9558], 113 F. (2d) 81 (CCA-5, 1940), 
cert. den. 311 U. S. 688; Southwestern Hotel 
Company v. U. 8. [40-2 ustc { 9783], 115 F. 
(2d) 686 (CCA-5, 1940), cert. den. 312 U. S. 703. 

51 Regulations 111, Section 29.23(a)-10. 

52 [CCH Dec. 15,466] 7 TC 1129 (1946). 
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upon the sale of real estate. If the corpo- 
ration sells its real estate at a profit, it is 
required to pay a tax thereon. Later, upon 
distribution of the profit as dividends or 
upon liquidation, another tax is paid by the 
stockholders. Where a corporation wishes 
to sell all of its assets, and will realize a 
profit on such sale, careful consideration 
should be given to the dissolution and the 
distribution of the assets of the corporation 
to the stockholders prior to any sale. The 
stockholders could them negotiate and arrange 
for a sale. The danger in this procedure, 
however, is pointed out in Commissioner v. 
Court Holding Company. Here the corpo- 
ration desired to sell certain property. It 
negotiated for a sale, but prior to the con- 
summation of the sale negotiations were 
broken off. The corporation was dissolved; 
the assets were distributed to the stock- 
holders. Then the stockholders resumed 
negotiations with the same prospective pur- 
chasers and consummated the sale. The 
Supreme Court held that the sale by the 
stockholders under such circumstances was 
a sale by the corporation, and it subjected 
the corporation to a tax on the gain. 


. If a corporation is to be dissolved and 
stockholders are to make the sale, the dis- 
solution and distribution of the assets should 
take place before a prospective purchaser is 
found and negotiations for the sale are un- 
dertaken. Under such circumstances the 
Court Holding Company case will not apply. 


The stockholders, upon the dissolution of 
the corporation, will be required to pay a 
gains tax measured by the difference be- 
tween what they paid for their stock and 
the fair market value of the property re- 
ceived upon liquidation. The fair market 
value probably will be the same price, or 
reasonably close to the price, at which the 
stockholders will later sell the property. Thus, 
only one tax on the gain will be payable. 


Corporate Problems 


The field of corporate activity is replete 
with tax problems, dangers and pitfalls. 
Some problems are simple; others defy com- 
prehension. 


A simple situation may be illustrated by 
the unwary- owner of all of the stock of a 
corporation owning real estate. He dis- 
solved the corporation and personally took 
title to the property. However, he failed 
to consider that the market value of the 


88 [45-1 ustc {| 9215] 324 U. S. 331 (1945). 
% Sections 111, 115(c), I. R. C. 








































property at the time of dissolution was 
much more than he paid for his shares. 
Equities had been built up over a period of 
years ; indebtednesses had been paid off through 
earnings. The taxpayer was subjected to 
a gains tax upon the difference between 
the cost of his stock and the present market 
value of the real estate—a result as unde- 
sirable as it was unanticipated. 


A great many problems arise under Sec- 
tion 115 of the Internal Revenue Code with 
regard to the liquidation of corporations, 
either in whole or in part. The problem 
frequently arises when a corporation has 
accumulated substantial surplus. The stock- 
holders do not want to receive dividends be- 
cause of their own high tax brackets, but 
would be anxious to have the accumulated 
profits if they could be received by way of a 
partial liquidation and redemption of their 
shares on a capital gains basis. 


The Internal Revenue Code provides” 
that if a corporation cancels or redeems its 
stock at such time and in such manner as 
to make the distribution and cancellation 
or redemption, in whole or in part, essen- 
tially equivalent to the distribution of a tax- 
able dividend, the amount paid in redemption 
shall be treated as a taxable dividend. Thus, 
if earnings and profits accumulated after 
February 28, 1913, are available for use in 
connection with a partial redemption and 
cancellation of stock, there is grave danger 
that such redemption will be construed as 
the payment of a taxable dividend and taxed 
to the stockholders as ordinary income rather 
than at capital gains rates. This will be true 
unless there is a sound business reason re- 
quiring the reduction of capital or unless 
the redemption and cancellation takes place 
at a time and in a manner clearly evidencing 
no purpose of distributing corporate profits.™ 


The tests for determining whether or not 
a partial liquidation will be treated as a dis- 
tribution of earnings, may be summarized 
as follows:” (1) capitalization represented 
largely by earnings capitalized through the 
issue of stock dividends; (2) relatively poor 
dividend-paying record; (3) unchanged pro- 
portional ownership of shareholders; (4) no 
need for the corporation to adopt a policy 
of contraction; (5) initiative for distribution 
from stockholders who need the cash; (6) 
continuation of operation at a profit. 





55 Section 115(g). 

56 Commissioner v. Babson [1934 CCH f{ 9229], 
70 F. (2d) 304 (CCA-7, 1934); Upham [CCH Dec. 
14,484], 4 TC 1120 (1945); Manning [CCH Dec. 
13,923], 3 TC 853 (1944). 

5%’ Flanagan v. Helvering [40-2 ustc { 9710], 
116 F. (2d) 937 (CA of DC, 1940). 
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It should be noted, however, that the ulti- 
mate criterion of the application of Section 
115(g) is “the net effect of the distribution 
rather than the motive and the plans of the 
taxpayer or his corporation.” * 


One method of distributing earnings with- 
out having stockholders incur surtax lability 
on dividends is, of course, through a com- 

«plete liquidation of the corporation. Amounts 
received in complete liquidation will be treated 
as having been received in payment for the 
stock. The transaction would result in a 
capital gain or loss.” Such a step, however, 
means “going out of business.” 


Sometimes a redemption, in whole or in 
part, takes place in connection with a re- 
capitalization involving an exchange of the 
redeemed stock for other securities of the 
corporation. Common stock might be sur- 
rendered in exchange for other common stock 
and debenture bonds. If such exchange takes 
place under circumstances not reflecting a 
sound business purpose, it might be con- 
strued as involving a taxable dividend. Two 
recent cases illustrate the problem. These 
are the Bazley® and the Adams™ cases. In 
both, a closely owned corporation following 
the recapitalization provisions of the In- 
ternal Revenue Code ® issued common stock 
and long-term debenture bonds in exchange 
for its common stock. The recapitalization 
provisions were adhered to in all formal re- 
spects; but the Treasury, nevertheless, con- 
tended successfully that the transactions were 
essentially equivalent to the distribution of 
a taxable dividend and that they served no 
legitimate corporate purpose as to recapitali- 
zation.® 


The position of the Commissioner of In- 
ternal Revenue in the Bagley and Adams 
cases illustrates the principle that formal ad- 
herence to the provisions of the Internal 
Revenue Code or to the requirements of 
state law do not absolutely control tax lia- 
bility. The classic case, of course, is Greg- 
ory uv. Helvering,“ where a series of trans- 
actions which followed the reorganization 
provisions of the Internal Revenue Code in 
every technical respect were, nevertheless, 
held by the Supreme Court not to be en- 
titled to the benefits of the reorganization 





588 Flanagan v. Helvering, supra. 

59 Section 115(1), I. R. C. 

60 [46-1 ustc { 9237] 155 F. 
1946). 

61 [46-1 ustc { 9238] 155 F. 
1946). 

® Section 112(g)(1)(E). 

63 The Third Circuit’s decisions in the Bazley 
and Adams cases were affirmed by the Supreme 
Court, June 16, 1947 [47-1 ustc { 9288]. 

6 [35-1 ustc { 9043] 293 U. S. 465 (1935). 


(2d) 237 (CCA-3, 
(2d) 246 (CCA-3, 
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provision because their sole and admitted 
purpose was tax avoidance. Tax avoidance 
is not a sufficient business purpose. 


Problems relating to partial liquidations 
or redemptions are not unrelated to Sec- 
tion 102 of the Internal Revenue Code, 
which provides a penalty upon corporations 
accumulating surplus beyond reasonable busi- 
ness needs. Stockholders of many close 
corporations have difficult choices. If divi- 
dends are paid, their personal high tax rates 
will consume most of them. If dividends 
are not paid, Section 102 may impose a pen- 
alty of at least 27% per cent. In approach- 
ing a Section 102 situation, a careful analysis 
should be made of the history of the busi- 
ness, its present and future needs and plans. 
Such an analysis may reveal sufficient need 
for the accumulated surplus, If reasons are 
not uncovered, it might, nevertheless, under 
certain circumstances, be cheaper to pay the 
penalty imposed by the section than to pay 
dividends to stockholders, in whose hands 
the distribution would be taxed at rates sub- 
stantially higher than the corporate rate plus 
the penalty. 


Section 102 should be considered in or- 
ganizing new corporations. The capital 
structure should be such as to make neces- 
sary the accumulation of working capital 
out of profits. The corporation may thus be 
placed in a position where it will be unable 
to pay dividends until such time as ade- 
quate working capital has been accumulated. 


When a corporation pays dividends in 
kind rather than in money, does such payment 
result in a taxable gain or in a deductible 
loss to the corporation? Much depends 
upon the wording of the resolution declaring 
the dividend. 


Where the property which is to be paid 
as a dividend has increased in value, the 
resolution should declare the dividend in 
terms of the assets themselves, i. e., divi- 
dends payable in Y Company stock or in 
X Company bonds. In such case, the dif- 
ference between basis and fair market value 
would not be taxable to the corporation. If 
a loss resulted, such loss would likewise not 
be deductible by the corporation.” 


Where property to be used for dividend 
purposes has depreciated in value and the 


® General Utilities & Operating Company 
[CCH Dec. 8011], 27 BTA 1200; [CCH Dec. 8389] 
29 BTA 934; rev’d [35-1 ustc { 9082] 74 F. (2d) 
972 (CCA-4, 1935). This case was affirmed by 
the Supreme Court, which reversed the Fourth 
Circuit in part [36-1 ustc 1 901] 296 U. S. 200. 
See also Commissioner v. Columbia Pacific Ship- 
ping Company [35-2 ustc { 9399], 77 F. (2d) 759 
(CCA-9, 1935). 


Tax Pitfalls 


corporation wishes to realize a loss, the 
resolution declaring the dividend should de- 
clare it in terms of dollars. After that the 
property should be distributed. Then the 
corporation can claim the difference between 
basis and fair market value, at which value 
it was distibuted, as a loss.® 


Where a salary is voted for an officer of 
a closed corporation, and such officer owns 
directly or indirectly fifty per cent or more 
of the stock of the corporation,” the salary 
must actually be paid within two and one- 
half months after the close of the corpora- 
tion’s fiscal year.“ The same rule applies 
with respect to interest which may be due a 
stockholder. It applies even though the 
salary or interest is accrued on the books 
of the corporation as a liability. Payment 
by note of the amount due a principal officer 
and stockholder will not be considered suf- 
ficient to meet the requirements of the stat- 
ute,” and will result in the disallowance of 
the salary or interest deduction claimed. 


Miscellaneous Problems 


In selling a business, specific arrangements 
are often made for the seller not to compete. 
If the amount paid for the agreement not to 
compete is to be deducted by the purchaser, 
the agreement should specifically state the 
consideration paid for this covenant and 
should fix the period during which it will 
be in effect.” If the amount paid for such 
a covenant is not specifically stated, the 
amount to be amortized cannot be ascer- 
tained. The cost of eliminating the com- 
petition must then be treated as a capital 
expenditure, as part of the cost of acquiring 
the business. Unless a definite period of 
non-competition is provided, there will be 
no basis for determining the time over which 
the consideration paid for the covenant should 
be amortized and deducted.” 


Some interesting problems arise in con- 
nection with the repayment of debts. Sup- 


6 Footnote 65, supra. Callanan Road Im- 
provement Company [CCH Dec. 4193], 12 BTA 
1109; A. R. R. 435, 4 CB 27. 

67 Section 24(b) (1), I. R. C. 

68 Section 24(c) (3), I. R. C. 


® Miller, Inc. [CCH Dec. 15,377], 7 TC 729 
(1946). But see Musselman Hub-Brake Com- 
pany v. Commissioner [43-2 ustc { 9666], 139 F. 
(2d) 65 (CCA-6, 1943). 

7A, Levy & J. Zentner Company [CCH Dec. 
8741], 31 BTA 386 (1934). 

1 J, I. Case Company v. U. 8. [40-1 vustc 
1 9454], 32 F. Supp. 754 (Ct. Cls., 1940); B. T. 
Babbitt, Inc. [CCH Dec. 8976], 32 BTA 693 
(1935). 
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pose A owes B $10,000. B is willing to take 
stock in the X Company, which is owned 
by A, in payment. This stock, now worth 
$10,000, cost A only $3,000. If A transfers 
the stock in payment of his $10,000 debt, he 
realizes a capital gain of $7,000 and subjects 











he simply pays the debt in cash, he will not 
fall into the trap of incurring a taxable gain 
by paying a debt. 


The same principle applies to a fiduciary 
who makes a distribution to a legatee or 
beneficiary in kind rather than in cash. The 
fiduciary is taxed with the difference be- 
tween the basis of the assets distributed and 
the value at which they are distributed to 
the legatee or beneficiary.” 








An analogous situation relates to the pay- 
ment of interest. Assume A owes a debt and 
accumulated interest thereon. The debt and 
the interest are cancelled by the execution 
and delivery of a new note to cover both 
the principal and the accumulated interest. 
If A is on the cash basis, he is not entitled 
to an interest deduction because there ac- 















7% Huberman [CCH Dec. 13,341(M)], 2 TCM 








himself to a capital gains tax.” If, however, ° 









tually has been no payment of interest. It 
would be deductible only when finally paid. 


On the other hand, if A had borrowed 
money to pay the interest from someone 
other than his present creditor, he would 
be entitled to a deduction for the interest 
paid.” The same principle would apply to 
interest on life insurance loans. The inter- 
est, if not paid, is added to principal. It is 
not deductible when added to the principal.” 
However, when payment on the renewed 
loan is made, either in full or in part, the 
interest is deductible.” 


Conclusion 


Tax pitfalls are as many and as varied as 
the variety of transactions that occur be- 


378 (1943). 


73 Kenan v. Commissioner [40-2 ustc { 9635], 
114 F. (2d) 217 (CCA-2, 1940). 








ae 


New Community Property States 


Nebraska joined the list of states which provide by 
statute that property acquired by a husband and wife after 
marriage shall be community property. The principal reason 
for Nebraska’s action is undoubtedly the advantage afforded 
its residents for federal income tax purposes. The income 
tax advantages, however, may be outweighed in some cases 
by the current rules with respect to application of estate and 
gift taxes to property held in community. The fact that at 
least one-half the property is includible in the estate of the 
first spouse to die may often result in an estate tax where 
there would otherwise be none. 


Evidences are, however, that still other states will adopt 
the community property system. Pennsylvania and Michigan 
each have community property bills which require only the 
approval of the Governor to become law. Rhode Island has 
enacted a resolution creating a Joint Committee of the Gen- 
eral Assembly to study the advisability of adopting com- 
munity property law for that state. Other states, too, have 
been giving the problem serious consideration. 
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BRIEFS 


By J. H. LANDMAN 
Peat, Marwick, Mitchell and Company, New York 


Assignable Royalty Income. The owner- 
ship in a technical process may be assigned 
to one’s wife. Thereafter, royalties result- 
ing therefrom are taxable income to her 
and not to the husband. It is not an assign- 
ment of compensation for services rendered 
by the husband, even though he received 
this property interest as part of original 
compensation for developing the process. 
Lewis L. Strauss [CCH Dec. 15,787], 8 TC — 
No. 121. This case is distinguishable from 
the Supreme Court decision in Helvering v. 
Eubank, 40-2 ustc J 9738, 311:U. S. 122. In 
the latter situation Eubank had assigned in- 
come with the consequence that he was 
liable for tax on it, whereas in the instant 
case Strauss assigned income-producing 
property. * * * The royalty income from a 
completed gift of a patent license royalty 
contract is not taxable to the donor but to 
the recipient of the gift. Sunnen v. Com- 
missioner [47-1 ustc § 9237], CCA-8; re- 
versing [CCH Dec. 15,019} 6 TC 431. 


Reasonableness of Salaries. The Tax 
Court reduced for tax purposes a contingent 
salary of a clerical employee for 1943 which 
was measured by ten per cent of partner- 
ship profits. As for the employee, the high 
salary was due to a lucky, contractual, un- 
anticipated consequence of the war, and not 
to his ability. He was not a relative. The 
compensation was neither disguised profits 
nor in reality payment for property. James 
F. Patton [CCH Dec. 15,780(M)]. This 
decision holds that Patton’s full salary is 
taxable income to him but that only part 
of it is deductible by the firm. This con- 
sequence is not new. Whenever the Treas- 
ury or the Tax Court successfully challenged 
the reasonableness of salaries in the past, 
it did so because part of the compensation 
was anything but reasonable. The inequity 
of the decision is that it excluded all the 
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usually disguised types of compensation and 
yet ruled that part of the salary was exces- 
sive. The fact remains that the partnership 
had a legal obligation to perform under the 
compensation contract. Perhaps the firm 
should have emphasized the fact that it had 
a bona fide contractual duty to perform 
when it paid the alleged excessive salary. 
Let us hope this decision does not mean 
that the reasonableness of every business 
expenditure will be judged by the Treasury's 
own arbitrary standards. 


Invalid Family Partnerships. The transfer 
of a part of a father’s property interest to a 
minor daughter does not enable the father 
to escape taxation on the income from that 
gift. W. H. Wilson v. Commissioner [47-1 
ustTc J 9248], CCA-4, May 1, 1947, affirming 
Tax Court. * * * Although the family part- 
nership was not recognized, it may deduct 
the reasonable rent paid to the wives for the 
use of the building, which the wives had 
bought with the profits. The Commissioner 
acquiesced in Abe Schreiber [CCH Dec. 
15,076], 6 TC 707, 1947-10 CB. * * * Wage- 
Hour and OPA decisions involving the part- 
nership are not determinative of the existence 
of a partnership for income tax purposes. 
L. B. Hartz [CCH Dec. 15,775 (M)]. * * * 
Partnership between a husband and a wife, 
the latter acting as trustee for their minor 
children, is not recognized for tax purposes 
because the trust did not make its own cap- 
ital contribution to it. Benson v. Commis- 
stoner [47-1 ustc $9261], CCA-5, May 16, 
1947; affirming [CCH Dec. 15,081], 6 TC 
478. 


Valid Family Partnership. Failure to file 
a partnership return and to execute a writ- 
ten partnership agreement does not bar the 
treatment of such a business entity as a tax 
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partnership with resulting split in taxable 
income. Arthur J. Reilly [CCH Dec. 
15,782(M)]. 


“* * * The Commissioner of Internal Reve- 
nue may not allocate to a partner in a valid 
partnership for tax purposes a greater dis- 
tributive share of taxable income than pre- 
scribed in the partnership agreement. Sol 
M. Flock [CCH Dec. 15,750], 8 TC —, No. 108. 


Beneficiary’s Income. Trust income is 
not allocable to beneficiaries just because in 
the courts they could have compelled the 
distribution of such income to them by an 
alternate statutory construction of the testa- 
mentary trust. Marjorie v. Hudson [CCH 
Dec. 15,751], 8 TC —, No. 109. 


Family Trust. Where a wife uses income 
from an otherwise bona fide family trust, 
such income is not taxable to the husband 
even though it is voluntarily expended for 
family use. William P, Anderson [CCH Dec. 
15,753], 8 TC —, No. 106. 


Restrictions on Collection by Treasury. 
The Treasury may be restrained by court 
injunction from collecting taxes only in 
extraordinary and exceptional circumstances. 
Sturgeon v. Schuster [47-1 ustc J 9123], 158 
F. (2d) 811. 


Taxable Dividends in Tax-Free Organiza- 
tion. A successor corporation in a tax-free 
reorganization, though new capital and new 
stockholders were introduced, may, never- 
theless, make distributions that will be tax- 
able as dividends to the extent that it 


acquired accumulated earnings from the 
predecessor. Commissioner v. Munter [47-1 
usic 9241], S. Ct, May 5, 1947; reversing 
[46-2 ustc J 9345] 157 F. (2d) 132. 


Bona Fide Resident Abroad. The burden 
of proof is on the taxpayer to establish that 
he is a bone fide resident abroad in order 
to have his foreign earnings excluded from 
federal taxable income. Charles F. Boudin 
[CCH Dec. 15,765], 8 TC —, No. 110. 


Foreign-Born Dependent. A child born 
abroad to a nonresident alien mother and a 
United States soldier father, is a citizen and 
qualifies as a dependent for income tax pur- 
poses. I. T. 3848. 


Community Property. In Louisiana, the 
income from the separate property of a tax- 
payer, not included in community property 
by premarriage agreement, remains separate 
income even though the husband adminis- 
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ters the property. Clay v. U. S. [47-1 uste 
7 9262] CCA-5, May 16, 1947; affirming 
DC La. 


Taxable Exchange of Bonds. An ex. 
change of municipal bonds at the option of 
a bondholder results in a tax because the 
different maturity and call dates make them 
different in kind. Not being corporate bonds 
they are not within the nontaxable exchange 
provisions of Code Section 112(b)(3). 
Thomas Emery [CCH Dec. 15,770], 8 TC —, 
No. 112. 


Disputed Mailing of Tax Returns. There 
is a conflict of two presumptions of law as 
to whether a tax return was filed: the cor- 
rectness of the Commissioner of Internal 
Revenue’s findings that it was not received 
and proof of mailing as prima facie evidence 
of receipt. It is for the Tax Court to resolve 
the problem as to whether the tax return 
was timely filed. Crude Oil Corporation of 
America v. Commissioner [47-2 ustc 9242], 
CCA-10, May 3, 1947; reversing [CCH Dec. 
15,063] 6 TC 648. 


Partnership Sales to Corporations. Loss 
on a sale of assets by a partnership to a 
corporation whose stock is substantially 
owned by the partners is deductible and is 
not in violation of the law disallowing losses 
between related parties. George Whitney 
et al. [CCH Dec. 15,784], 8 TC —, No. 116. 


Sale of Real Property. Capital gain from 
the sale of real estate is taxable to the 
original corporation and not to its inter- 
mediary stockholders when it was conveyed 
by the stockholders to the ultimate pur- 
chasers as part of one unified plan of dis- 
position. Wichita Terminal Elevator Company 
v. Commissioner [47-1 ustc J 9253], CCA-10, 
May 12, 1947; affirming [CCH Dec. 15,171] 
6 TC 1158. 


Depreciation on Lease. Where a lessee 
purchases the land on which a building is 
located from the lessor, a portion of the 
purchase price may not be allocated to the 
unexpired lease to be deducted as deprecia- 
tion over the term of the unexpired lease, 
or to the remaining useful life of the build- 
ing thereon. Cleveland Allerton Hotel, Inc. 
[CCH Dec. 15,788(M)]. 


Non-Qualifying Pension Trust. When a 
trust does not qualify for tax exemption 
under Code Section 165(a), contributions to 
a trust for employees made by an employer 
are in reality a bonus, and are taxable to 
the employees if the contributions are non- 
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forfeitable by the employees. Harold G. 
Perkins [CCH Dec. 15,786], 8 TC —, No. 119. 


Liquidating Estate. Capital gains subject 
to capital gains taxes accrue to the benefi- 
ciaries of a will upon the liquidation of a 
corporation possessed with decedent’s realty 
that had been transferred to it, measured by 
the difference between the fair market value 
of the realty and its value when they re- 
ceived the shares. John H. Brinckerhoff 
[CCH Dec. 15,785], 8 TC —, No. 118. 


Tax-Exempt Business Association. A 
commerce association not organized for profit 
mav be tax exempt, though it conducts 
an incidental credit bureau for revenue for 
its own operations. Milwaukee Association 
of Commerce v. U. S. [47-1 ustc 9 9245], 
DC Wis., April 14, 1947. 


Non-Deductible Expense. The legal ex- 
penses relative to the recovery of an estate 
tax are not deductible, even though suc- 
cessful. The taxpayer could not have pos- 
sessed the refunded money for the production 
of income until after receipt; and the ex- 
pense was not incurred for the management, 
conservation, or maintenance of property 
held for the production of income. Eugenia 
H. Edmunds v. U. S. [47-1 ustc J 9276], DC 
Mo., April 4, 1947. 


Inferiority of Government’s Tax Lien. 
Mechanic’s lien for work rendered may be 
superior to the government’s lien for unpaid 
taxes. Cranford Company, Inc. v. L. Leopold 
& Company, Inc. S. Ct. N. Y., Special Term, 
Part IV; New York Law Journal, April 2, 
1947, 


Nonrecognizable Losses. Land declared 
worthless for oil and gas production does 
not give rise to a tax-deductible loss when 
the taxpayer still owns the land. Louisiana 
Land and Exploration Company v. Commis- 
stoner [47-1 ustc J 9266], CCA-5, May 19, 
1947; affirming [CCH Dec. 15,308] 7 TC 
507. 


Perfecting Title to Property. Costs of 
perfecting right of ownership to property 
are capital expenditures and not ordinary 
business expenses. Louisiana Land and Ex- 
bloration Company, supra. 


Unauthorized Signature on Tax Return. 
On a joint return, the spouse who signs the 
other’s name is personally bound though the 
other spouse is not so considered. Hayes v. 
Commissioner [47-1 ustc J 9263], CCA-10, 
May 15, 1947; affirming [CCH Dec. 15,127] 
6 TC 914. 
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Identifying Stock Certificates. The mere 
fact that stock certificates have been split 
does not preclude the taxpayer from iden- 
tifying their origin for purposes of resale in 
order to avoid the impact of the “first-in 
first-out rule” in the disposition of stock that 
is not physically identifiable. Florence G. 
Willock [CCH Dec. 15,781(M) ]. 


Full Loss on Dwelling. A dwelling used 
in the business of renting properties is not 
a capital asset, and losses thereon are de- 
ductible in full. The Commissioner acqui- 
esced in William H. Jamison [CCH Dec. 
15,568], 8 TC 173, 1947-10 CB. 


Abandonment Losses. Voluntary convey- 
ances of distressed real estate to municipalities 
constitute abandonment with full deductible 
losses and not sales or exchanges with capi- 
tal losses. The Commissioner of Internal 
Revenue acquiesced in William H. Jamison, 
supra. 


Guarantee Payments. Legitimate. losses 
sustained on payment of guarantees against 
losses are deductible when paid. Charles G. 
Berwind [CCH Dec. 15,802], 8 TC —, No. 
127, May 26, 1947. 


Deductible Debts of Insolvent Corpora- 
tion. Debts paid by stockholders of an 
insolvent corporation pursuant to an oral 
guarantee in which they waived their per- 
sonal defenses, are deductible as losses in- 
curred in transactions entered into for profit. 
The Commissioner of Internal Revenue 
acquiesced in Louis Greenspon [CCH Dec. 
15,632], 8 TC 431, 1947-10 CB. 


Deficit Carry-over in Tax-Free Reorgan- 


ization. Deficits as well as earnings are 
carried over in a nontaxable reorganization, 
and a distribution in excess of current earn- 
ings is a return of capital. The Commis- 
sioner of Internal Revenue does not acquiesce 
in Margaret R. Phipps [CCH Dec. 15,570], 
8 TC 190. 


New York Franchise Tax. Corporations 
which accrued the New York State fran- 
chise tax at the rate of six per cent and 
claimed it as a deduction in their federal 
income tax returns for taxable years ended 
December 31, 1945, will be considered to 
have accrued such tax properly and will be 
allowed to deduct it. Accordingly, the dif- 
ference between the six per cent and the 
four and one-half per cent rate, the latter 
being the proper one legally, may be re- 
ported as income in the succeeding taxable 
year. I. T. 3849. 
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INTERPRETATIONS 


Court... Administrative 


SUPREME COURT 


Distributions by corporations: Reorgani- 
zation: Bonds and stock received for stock: 
Bonds held taxable as divendeds.—In the 
case of a corporation which has undistributed 
earnings, new obligations which are trans- 
ferred to stockholders so as to produce the 
same result as a distribution of cash earnings 
are not tax free because the transaction is 
cast in the form of a recapitalization under 
Code Section 112(g). To be tax free under 
Section 112, a “reorganization” cannot be 
merely a vehicle to convey earnings. Thus, 
in the case of two closely held corporations 
where stock was exchanged for stock plus 
bonds, and the earnings and profits of each 
corporation were sufficient to cover the value 
of the bonds, even though the letter of Sec- 
tion 112(g) and Section 112(b) (3) was com- 
plied with, where there was no purpose 
other than to achieve the distribution of the 
earnings, the recipient was taxable on the 
value of the bonds, in each case, the differ- 
ence between the value of the old stock 
turned in and the value of the new stock 
plus the bonds received. Two dissents. S. Ct. 
J. Robert Bazley, Petitioner v. Commissioner 
of Internal Revenue. Adam A. Adams, Peti- 
tioner v. Commissioner of Internal Revenue, 
47-1 ustc J 9228. 


Items not deductible.—Losses on husband- 
wife transactions in which the husband, who 
managed his wife’s estate, would order the 
broker to sell stock of one of them on the 
Stock Exchange, and to buy the same num- 
ber of shares of the same stock for the other, 
at as nearly the same price as possible, are 
disallowed under Code Section 24(b). The 
Dobson rule does not apply. S. Ct. John P. Mc- 
Williams, Petitioner v. Commissioner of In- 
ternal Revenue Estate of Susan P. McWilliams, 
Deceased, John P. McWilliams, Executor, 
Petitioner v. Commissioner of Internal Reve- 
nue. Brooks B. McWilliams, Petitioner v. 
Commissioner of Internal Revenue, 47-1 ustc 
1 9289. 


APPELLATE AND LOWER COURTS 


jurisdiction of appellate courts to review 
Tax Court decisions: Partnerships: Tax of 
partners: Death of partner: Effect on sur- 
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* 


viving partners’ return.—The decision of the 
Tax Court that taxpayer’s proportionate 
share of a payment made by a partnership 
of which he was a member to the estate of 
a deceased partner in 1941 was not deduc- 
tible by taxpayer in that year, has a rational 
basis. Accordingly, it is affirmed under the 


Dobson rule, although the matter may not be 


wholly free from doubt. CCA-1. Raymond S. 


Wilkins, Petitioner for Review v. Commis- 


sioner of Internal Revenue, Respondent, 47-1 
ustc § 9270. 


Gross income: Exclusions: Gifts: Divi- 
dends.—In 1936, taxpayers, in order to save 
taxes, had their shares of stock in a corpo- 
ration, of which they owned all the out- 
standing stock, changed into Class A and 
Class B shares, and gave all the Class B 
shares to their wives, subject to restrictions 
on sale and earnings. Dividends received in 
1941 on Class B stock which taxpayers had 
given to their wives in 1936 are taxable to 
taxpayers, since the gifts to their wives gave 
them nothing except the right to future 
earnings on the Class A stock retained by 
taxpayers. CCA-2. Carlton B. Overton, Pe- 
titioner v. Commissioner of Internal Revenue, 
Respondent. George W’. Oliphant, Petitioner 
v. Commissioner of Internal Revenue, Re- 
spondent, 47-1 ustc J 9292. 


Income from sources within the U. S.: 
Royalties: Evidence.—Royalties received by 
taxpayer from a domestic corporation in 
1940 are income from sources within the 
United States, since taxpayer received noth- 
ing for the use of his foreign patents as 
such. CCA-2. Pedro Sanchez, Petitioner v. 
Commissioner of Internal Revenue, Respond- 
ent, 47-1 ustc J 9297. 


When gross income reported: Construc- 
tive receipt: Cash basis.——Taxpayer’s re- 
ceipt of a check in 1940 for his share of sales 
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made in 1939 results in income to taxpayer, 
on the cash basis, in 1940. CCA-2. Pedro 
Sanchez, supra. 


Estates and trusts: Income of estate dur- 
ing administration: Income v. corpus.— 
Legacies which were charges upon the cor- 
pus of an estate are not deductible from 
gross income by the executors in 1936. 
CCA-3. Albert B. Craig, Earle McKee Craig 
and George L. Craig, Jr., Executors and Trus- 
tees of the Estate of Pressly T. Craig, De- 
ceased, Appellants v. United States of America, 
47-2 ustc J 9293. 


Personal holding company income: Rents. 
—Rent paid to taxpayer by its sole share- 
holder for the use of taxpayer’s only asset, 
a hotel, is personal holding company income, 
within the meaning of Code Section 502 (f), 
for the fiscal year ended October 31, 1941. 
CCA-3. Hatfried, Inc., a corporation, and 
Samuel Friedland, Hattie Friedland and Abe 
Maloff, Trustees in Dissolution of the said Hat- 
fried, Inc., Petitioners v. Commissioner of 
Internal Revenue, Respondent, 47-1 vustc 
§ 9294. 


Personal holding companies: Penalties: 
Disclosure of facts: Reasonable cause: 
Dobson rule.—Taxpayer, which disclosed 
all facts to the accountant preparing its re- 
turns, who in turn disclosed all facts on 
taxpayer’s return, is not subject to penalty 
for failure to file a personal holding company 
return. Dobson rule does not prevent re- 
versal of Tax Court on this issue, since the 
determination of the elements which consti- 
tute “reasonable cause” is a question of law. 
One dissent. CCA-3. Hatfried, supra. 


Deductions: Compensation paid for serv- 
ices rendered: Incentive payments: Meaning 
of “ordinary and necessary” expenditures: 
Application of Dobson rule—Amounts paid 
in 1941 by taxpayer, a manufacturer, for the 
purchase of retirement annuity policies, and 
other amounts paid in 1942 to an employees’ 
trust, deducted in those years as additional 
compensation on account of the values of 
services rendered, were held to be “ordinary 
and necessary” expenditures, as that phrase 
is used in the Revenue Act. The Tax Court 
had found that they constituted incentive 
payments which served to build up a loyal 
and efficient force of employees, that being 
an important factor in the success of tax- 
payer’s business. It was not deemed material 
to this construction that the amounts in 
dispute were not paid under any agreement 
or prior understanding with the employees, 
or that the employees were not informed of 
such expenditures on their behalf. In no 
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event could the money so paid be returned to 
the taxpayer. It was further held that the 
contrary ruling of the Tax Court does not 
bring the case within the rule of Dobson v. 
Commissioner, 44-1 ustc J 9108, 320 U. S. 489, 
since the court is confronted with the con- 
struction of statutory terms. Although this 
court concludes that review of Tax Court 
decisions is governed by the Administrative 
Procedure Act, it is unnecessary to particu- 
larize here, where the Dobson rule is held 
inapplicable, except to say that the power 
to review the Tax Court’s decisions doubt- 
less has been broadened by the Administra- 
tive Procedure Act. CCA-6. Lincoln Electric 
Company, Petitioner v. Commissioner of In- 
ternal Revenue, Respondent, 47-1 ustc { 9282. 


Items not deductible: Stock trading: Short 
sales: Borrowed stock: Deductibility of pay- 
ments equivalent to dividends: Force of 
Dobson rule.—Where taxpayer, an individual 
engaged in the business of trading in securi- 
ties, paid amounts equivalent to dividends 
on account of stock borrowed for short sale 
transactions, a determination by the Tax 
Court that such amounts were deductible 
business expenses under Code Section (23) (a) 
(1) and not capital expenses, was held to 
involve essentially a question of proper tax 
accounting and administration, not review- 
able by the Circuit Court within the purview 
of Dobson v. Commissioner, 44-1 ustc J 9108, 
320 U. S. 489. The continued adherence of 
the Tax Court to its view of the proper treat- 
ment of such payments for income tax pur- 
poses, irrespective of the conflict between it 
and the Second and Third Circuits, is re- 
garded as convincing that there is a rational 
basis for its conclusions. CCA-6. Commius- 
sioner of Internal Revenue, Petitioner v. Nor- 
bert H. Wiesler, Respondent, 47-1 ustc {| 9278. 


Recognition of gain or loss: Recapitaliza- 


tion: Stock and debentures received for 
stock: Motive: Distribution of dividends. 
—The exchange of outstanding shares of no 
par value stock for an equal amount of the 
corporation’s $1 par value stock and an 
amount of its seven per cent debentures re- 
sulted in taxable income and not a tax-free 
recapitalization within the purview of Sec- 
tions 112 (b) and 112 (g). A finding was 
made by the Tax Court that the purpose of 
the exchange was to segregate the accumu- 
lated corporate earnings and to make cer- 
tain that taxpayers, as sole stockholders, 
would receive them. The Circuit Court 
placed emphasis upon the ultimate effect of 
the transaction rather than the corporate 
motive or the business interests of the stock- 
holders (howsoever legitimate in them- 


669 












selves), as the determining factor. Bazley 
v. Commissioner and Adams v. Commissioner, 
47-1 ustc J 9288 (decided by the Supreme 
Court on June 16, 1947), followed. CCA-7. 
Marion Heady, Petitioner v. Commissioner of 
Internal Revenue, Respondent, Union Trust 
Company of Indianapolis, Trustee Under Will 
of Harvey A. Tutewiler, Deceased, Transferee, 
Petitioner v. Commissioner of Internal Reve- 
nue, Respondent, 47-1 ustc J 9295. 



















Capital gains and losses: Capital assets: 
Partnership interest.—The sum of $32,500 
received by taxpayer in 1940 from his former 
partner (taxpayer’s brother) in settlement 
of certain patent and trademark contracts 
between his brother and another and of tax- 
payer’s right against his brother arising 
from a former partnership, is capital gain, 
since the former partnership was not in the 
business of selling patents and trademarks. 
CCA-9. United States of America, Appellant 
v. James H. Adamson and Marion C. Adam- 
son, Appellees, 47-1 ustc J 9269. 












Lien for taxes: Priority of creditors: 
Judgment creditors.—On the evidence, tax 
liens of the United States recorded on April 
21, 1944, are superior to the rights of certain 
judgment creditors of taxpayer. DC Calif. 
Bank of America National Trust and Savings 
Association, a national banking association, 
Plaintiff v. United States of America et al., 
Defendants, 47-1 ustc § 9296. 







Gross income: Definition: Interest re- 
ceived: Constructive receipt: Advantage in 
refusal to accept payment.—Taxpayer, bene- 
ficiary-creditor of her husband’s estate, lost 
her right to waive interest on her husband’s 
notes in her favor when she proved the 
indebtedness before the probate court; con- 
sequently, her attempted refusal of the in- 
terest (to increase her share of the estate as 
beneficiary) was ineffective, and she is tax- 
able in 1943 upon the interest to the date 
when she accepted her specific legacy under 
the will. DC Fla. Jessie B. Potter, Plaintiff 
v. John -L. Fans, United States Collector of 
Internal Revenue for the District of Florida, 
Defendant, 47-1 ustc J 9291. 













Contemplation of death: Jury trial: Court’s 
charge to jury.—In 1935, decedent trans- 
ferred certain stock to his children and grand- 
children. The transfers were found taxable 
by the Commissioner and decedent’s execu- 
tor sued for a refund of the taxes paid 
thereon. In its charge to the jury, the court 
discussed the applicable law, defined “con- 
templation of death,” pointed out where the 
burden of proof lay, and enumerated the 
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factors to be considered by the jury in reach- 
ing a verdict. The court then disposed of 
various exceptions to its charge. The jury 
found that the transfers had not been made 
in contemplation of death. DC Ga. Liberty 
National Bank &Trust Company of Savannah, 
as Executor under the will of Charles K, 
Lawrence, Plaintiff v. Marion H. Allen, Col- 
lector of Internal Revenue, Defendant, 47-1 
ustc ¥ 10,561. 


Lien. for taxes: Priority of creditors: 
Mechanic’s lien.—The government’s lien for 
taxes, notice of which was filed on February 
21, 1945, is superior to a New York mechanic’s 
lien filed on March 27, 1945, for work com- 
pleted on February 19, 1945. DC N. Y, In 
the Matter of Capital Foundry Corporation, 
Debtor, 47-1 ustc { 9274. 


Credits: Corporations: State law pro- 
hibiting dividends: State laws construed.— 
Taxpayer which had a deficit in 1937, and 
was consequently prohibited by Oklahoma 
law from paying dividends, recovers, under 
Section 501, Act of 1942, undistributed prof- 
its taxes improperly collected for the taxable 
year ending March 31, 1938. U.S. v. Ogil- 
vie Hardware Company, 47-1 ustc {J 9209, fol- 
lowed. DC Okla. Payne Petroleum Com- 
pany (formerly Big Chief Drilling Company) 
v. H. C. Jones, Collector of Internal Revenue, 
47-1 ustc J 9290. 


Improper accumulation of surplus: Pub- 
lishing company: Anticipated plant expan- 
sion and the war: Reasonable needs of the 
business.—Taxpayer, a publishing company 
whose stock was solely owned, had in the 
past made a practice of paying for new 
plants and other expansion projects out of 
earnings. Although it was found that there 
was a reasonable, though not acute, need 
for a new press, accessory machinery and 
the housing unit therefor in 1942, occasioned 
by a joint printing enterprise with another 
publisher in 1941, the surtax under Code 
Section 102 was deemed properly imposed. 
There was not a preponderance of evidence 
to show that taxpayer’s accumulation of the 
surplus profits of 1942 and 1943 was within 
the reasonable needs of the business, not 
only because of the adequacy of the pre- 
viously accrued surplus, but also because 
of the necessary remoteness of the con- 
templated expansion caused by war condi- 
tions. It was held that the statute contemplates 
in such case only the immediate need to 
carry out any corporate program of ex- 
pansion. Other contributing factors con- 
sidered were that the company was strong, 
both currently and otherwise; that it had 
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virtually no competition; that the size and 
wealth of its circulation territory had been 
growing; that its 1942 net earnings, as a 
result of its joint enterprise, almost trebled 
its previous eight year average and more 
than trebled it in 1943; that it faced no sudden 
change in the art; that its business depended 
on the life of no patents; that it was con- 
cerned with no erratic investment values; 
that labor unrest was not a serious problem; 
that the war affected its accustomed oper- 
ations only slightly; and that it had no prob- 
lems of conversion into wartime production 
or postwar reconversion. Therefore the 
Commissioner’s determination that the cor- 
poration was availed of for the purpose of 
avoiding surtax upon the shareholders was 
allowed to stand. DC Okla. World Publishing 
Company, a corporation, Plaintiff v. United 
States of America, Defendant, 47-1 uUstc 
q 9280. 


Estate tax: Gross estate: Restricted Indian 
lands and royalties therefrom.—The estate 
of decedent, a restricted Indian, contained 
160 acres of restricted, alloted land. It also 
contained United Treasury bonds and other 
restricted funds on deposit with the Treas- 
ury, together with personal property pur- 
chased on a restricted bill of sale. All such 
bonds, etc., were derived from royalties from 
oil and gas produced from the restricted 
land. It is held that the 160 acres of land 
are not includible in decedent’s estate for 
estate tax purposes. Section 4 of the Act of 
May 10, 1928, which provides that 160 acres 
of selected, restricted lands may be held 
free of tax by Creek Indians, operates to 
prevent the application of estate taxes as 
well as other taxes to such lands. The funds, 
etc., derived from royalties are, however, 
held to be includible for estate tax purposes. 
The above act, which specified that such 
royalties produced after April 26, 1931, 
should be taxable, in addition to continuing 
160 acres of land free of tax, did not confirm 
by implication that royalties produced before 
that date are exempt from estate taxes. 
Oklahoma Tax Commission v. U. S. 319 U. S. 
598, cited. Ct. Cls. A. M. Landman, Super- 
intendent of the Five Civilized Tribes, for 
Estate of Punskee Field, Deceased Creek, Roll 
1564, v. United States, 47-1 ustc § 10,555. 


TAX COURT 


Credits against tax: Credit for foreign 


taxes: Honduran tax as “income tax.”— 
Since 1880, taxpayer, a domestic corporation, 
has operated gold and silver mines in Hon- 
duras. In 1941 and 1942 taxpayer paid the 


Interpretations 


Republic of Honduras.“seven per cent of its 
liquid profits” under a contract between it 
and the Honduran Government, which con- 
tract was approved by the National Hondu- 
ran Congress in a statute which designated 
the payment as an income tax. Taxpayer 
seeks credit for the 1941 and 1942 payments, 
but the court holds that no credit may be 
taken because, despite the designation of the 
tax as an income tax, it was actually a tax 
upon the privilege of exploiting the mines. 
There is no general income tax in Honduras, 
and the requirement that taxpayer post 
$250,000, which was to be forfeited upon 
taxpayer’s failure to operate the mines, in- 
dicate that the tax was not an “income 
tax”? within the meaning of Code Section 
131. New York and Honduras Rosario Min- 
ing Company v. Commissioner, CCH Dec. 
15,839. 


Distributions by corporations: Dividends: 
Distribution after reduction of capital: For- 
giveness of indebtedness.—During 1912 and 
1913 taxpayer’s mother lent $400,000 to 
I, N. Van Nuys Building Company, a cor- 
poration controlled by the Van Nuys fam- 
ily, and received therefor the corporation’s 
three-year note dated March 1, 1913, secured 
by an unrecorded mortgage. The corpora- 
tion carried the note on its books as a lia- 
bility and paid interest upon it to taxpayer’s 
mother until her death in 1923. In 1919 tax- 
payer’s mother gave most of her stock in the 
corporation to her children, without showing 
that the note was to be forgiven, although 
she had stated to her family at various times 
that she did not intend to collect the princi- 
pal of the note. The executor of taxpayer’s 
mother’s estate brought action on the note 
in 1925, and it was then held that the note 
was uncollectible, but solely because it was 
barred by the four-year California statute 
of limitations. In 1938 the corporation 
transferred the $400,000 from “surplus paid- 
in” to “stated capital” to “reduction sur- 
plus.” Taxpayer received distributions from 
“reduction surplus” of $24,499.76 and 
$21,021.14 in 1940 and 1941, respectively. 
Taxpayer contends that her mother forgave 
the indebtedness evidenced by the note, thus 
making a contribution of capital to the cor- 
poration which is not “earnings and profits,” 
and that distributions out of such contrib- 
uted capital are not “dividends” within the 
meaning of Code Section 115 (a). The court 
holds, however, that since the note was 
barred by the statute of limitations, there 
was no gratuitous cancellation of the in- 
debtedness; that the benefit received by the 
corporation was “earnings and profits”, and 
that the distributions therefrom in 1940 and 
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1941 were taxable dividends. Annis Van 
Nuys Schweppe v. Commissioner, CCH Dec. 
15,838. 


Estate tax: Valuation of insurance: Pro- 
ceeds payable in installments.—The decedent 
took out policies of insurance on his own life 
under which he could direct that the pro- 
ceeds should be paid in the face amount of 
the policies or in periodic installments to the 
beneficiary. He elected to have the pro- 
ceeds paid to his wife, the beneficiary, in 
monthly installments for life. However, 
up to the time of his death he reserved the 
right to change the beneficiary and the meth- 
od of payment of the proceeds. The lump 
sum which could have been payable under 
the policies at decedent’s death was not in 
excess of what it would have cost to pur- 
chase an annuity contract similar to the one 
transferred to the wife under the policies. 
Upon the question of the value of the insur- 
ance to be included in the gross estate, it is 
held that the value of the insurance is the 
one sum payable at death under an option 
which could have been exercised by the de- 
cedent. Estate of John L. Walker (Deceased), 
Ruby Soellner Walker, Executrix v. Commis- 
sioner, CCH Dec. 15,801. 


Items not deductible: Losses from sales 
or exchanges between certain classes of per- 
sons: Members of a family: Involuntary 
sales.— Taxpayer sustained a loss of $3,257.14 
upon the sheriff’s sale of a farm in 1941 to 
two of his brothers and sisters as mort- 
gagees. The Commissioner disallowed tax- 
payer’s claimed long-term capital loss upon 
his share of the farm, and the court sustains 
the Commissioner’s action upon the ground 
that although the sale was bona fide and in- 
voluntary, it falls within the prohibition against 
losses on sales between members of a family, 
contained in Code Section 24 (b) (1) (A). 
Judges Murdock, Arnold and Kern, dissent 
on the ground that the sale was not within 
the purview of the statute. Thomas Zacek 
and Hester Zacek v. Commissioner, CCH 
Dec. 15,793. 


, TAX COURT 
MEMORANDUM OPINIONS 


Estate tax: Valuation of stock: Liabili- 
ties in excess of asset value.—Decedent 
owned stock in a realty corporation. Evi- 
dence established that the value of the cor- 
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porate assets was less than the amount of its 
liabilities, not including capital stock as a 
liability. The corporation never paid any 
dividends or officers’ salaries. Despite this, 
it made small profits in only two years, 
It is held that the stock had no fair market 
value for estate tax purposes. Estate of 
Hattie Bossak, by Esther B. Goldberg, Execu- 
trix v. Commissioner, CCH Dec. 15,814(M). 





































Deductions: Expenses: Compensation for 
personal services: Reasonableness deter- 
mined.—Taxpayer corporation was organized 
in 1942 by Hozier and King, its president 
and vice-president, each of whom owned 
twelve of taxpayer’s twenty-five shares of 
stock, and engaged in the business of buying, | 
preparing, packing and selling fresh frozen 
fruits and berries. Hozier is a pioneer in the 
field of fast-frozen foods, has an excellent | 
business reputation, and during the taxable 
year performed sales services worth more 
than $9,000, in addition to being in general 
charge of the business. King is a mechanical 
and refrigeration engineer with the reputa- 
tion of being an excellent plant designer, 
operator and engineer. He had formerly 
been employed at $3,000 per year, but after 
leaving taxpayer, made in excess of $20,000 
per year. The work performed by both 
Hozier and King was demanding and arduous, 

































iarity with the particular field. At a certain 
season, both of taxpayer’s officers worked 
from eighteen to twenty hours per day. The 
business was of a hazardous nature, and 
after payment of all expenses, including 
salaries, the equity of the stockholders had 
increased from $2,500 to $6,836.04 by the 
close of the fiscal year ended February 28, 
1943. By a great deal of effort, the officers 
built the facilities for obtaining government 
contracts under the lend-lease program. No 
dividends were paid during the taxable year, 
and part of the officers time was spent in 
preparing plans for a new plant. Taxpayer 
paid $13,750 salary to each officer in the tax- 
able year, $9,350 of which the Commissioner 
disallowed. The court determines that $13,750 
is reasonable compensation for each of tax- 
payer’s officers, distinguishing the case from 
one in which an established business received 
war orders without the exertion of sub- 
stantial efforts on the part of its officers. 
Dixie Frosted Foods, Inc. v. Commissioner, 
CCH Dec. 15,824(M). 
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TALKING SHOP 


By LEWIS GLUICK, Certified Public Accountant 


( UR REMARKS last month (page 572) 
about the proper place to show legal 


brought up further discussion about other 
data which should, or should not, be shown 
in Schedule F. 


Take a concrete case. Mrs. Sam is the 
majority stockholder and president of the 
Sam Corporation, having inherited both 
positions from her husband. Mrs. John, a 
small stockholder, is secretary-treasurer, 
actually operates the business, and is well 
compensated for so doing. Mrs. Sam per- 
forms no services and draws no salary. 
The Shoptalker contends that Mrs. Sam 
belongs in Schedule F, but many tax men 
report only Mrs. John. They say that if 
no compensation is paid, nothing need be 
said. Anybody know of a specific ruling 
on that? 


Furthermore, many corporations consider 
that Schedule F covers all requirements of 
information returns, and file No. 1096 and 
1099. As the latter are due in New York 
on February 15, regardless of the corpora- 
tion’s tax year, this is completely erroneous. 
“But,” some say, “W-2 takes care of that.” 
Well, it does in most cases; but consider 
this example. 


Mr. Star is active in the Blank Corpora- 
tion as vice-president and sales manager. 
His compensation is based entirely.on a 
percentage of net sales, and cannot be de- 
termined accurately till the year is over. 
Furthermore, being a man of means, he 
draws very little during the year. About 
February 1 his compensation for the pre- 
ceding calendar year is determined, and the 
bookkeeper makes a debit to officers’ sal- 
aries and a credit to an appropriate liability 
account. Some time in February, Star 
draws his accrued compensation, thereby 
making the accrual deductible in the tax 
year. (I. R. C. Section 24(c)-1.) But— 
withholding is based on payments. So his 


Talking Shop 


W-2, covering that payment, would go into 
the next year. Clearly a 1096 is in order, 
especially if constructive receipt is involved. 


Again we ask for specific rulings. 


Question 8, Page 3, Form 1120 


Having trouble with that “seventy per 
cent question”? Are you so young you have 
never met the situation before, or old 
enough to have forgotten how you handled 
it? It’s nothing new. The Revenue Act 
of 1913, Section IIA, subdivision 2, had a 
clause concerning corporations “formed or 
availed of” for reducing taxes on individ- 
uals. And the maximum surtax in that 
blessed act was only six per cent. 


Tithing 


A correspondent who desires to remain 
anonymous poses a question new to us. 
A minister habitually deducted ten per cent 
of his income as charitable donations, with- 
out giving any details. No doubt is cast 
upon the fact that he did give away at least 
that much. The minister cited Biblical au- 
thority for tithing. Also he alleged, but 
could not prove, that about ten years ago 
there was a ruling of some kind which 
countenanced such action. 


The revenue agent disallowed the deduc- 
tion in full. First, it was not vouchered. 
Second, by the donor’s own admission, much 
of the money had gone to needy individuals. 


Now our inquirer asks: 
“Do you know of any rulings on this 


matter?” Answer by the Shoptalker: No. 
We must pass the buck to our readers. 


“Is there any ground for an appeal on 
the basis that such handouts by a minister 
are ordinary and necessary business ex- 
penses?” Answer by the Shoptalker: If 
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you want to make a case of it by donating 
your services to a worthy cause, we shall 
watch the results with interest and pray for 
your success. However, we'll offer two to 
one (dollars or cigars) that you lose. 


Naval Reserve 


It is a pleasure to comply with the direc- 
tive that we do all in our power to boost 
the Naval Reserve. In June we expect to 
go on a training cruise, such as we used 
to take prior to 1940—best vacations we 
know of, and when Congress appropriates 
the money, we get paid, too. But when 
Congress was niggardly, we took our train- 
ing anyhow—not always on cruises, either— 
for sheer love of the Navy, and fear of being 
unprepared for the next war. That is why 
we urge veterans to stay in, and youngsters 
to join. Serve your country! 


Traffic Toll and the Taxpayer 


It is almost an impossibility these days to 
pick up a newspaper or tune in a newscast 
without hearing of a traffic accident. Daily 
we read or hear of deaths in traffic acci- 
dents. Insurance rates are mounting. And 
what do we do about it? We pass laws, and 
then fail to appropriate money to enforce 
them. We see magistrates let off proved 
offenders with light sentences, and then 
suspend the sentences. Jails are over- 
crowded. We attend meetings where police 
experts lecture and show good movies of 
trafic dangers; we applaud them like good 
citizens, and then we go out and step on 
the gas. It’s a typical American attitude. 
About a generation ago Kipling character- 

. ized the American as one who “makes the 
laws he flouts and flouts the laws he makes.” 


But as taxperts we should realize more 
keenly than other citizens what the cost of 
traffic is. How many of you know the real 
meaning of “tax”? It comes from the Latin 
tangere, meaning “to touch,” and taxare, 
meaning “to touch sharply.” Certainly our 
taxes do just that. Consider the ultimate 
cost of traffic accidents: the hospitals re- 
quired to tend the injured; the funeral ex- 
penses of the dead; the loss of time and 
wages. The trouble is that the ordinary 
man does not realize that he is paying for all 
this through his tax rate. The city main- 
tains an ambulance service. The taxpayer 
helps pay for it. The county operates a 
hospital. Who pays for that? The unin- 
sured injured man has to go on relief. Who 
pays that? The injured man has insurance. 
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Who pays the increased rates next year? 
Yes, we are all touched, but not sharply 
enough, by the traffic toll. 


But let the city ask for $30,000 to install 
more traffic lights, and a like amount for 
a few more cops and motorcycles to see 
that motorists obey the lights, and what 
happens? Indignant taxpayers protest to 
the city council that the rates are already 
too high. Let a slightly inebriated driver 
receive a jail sentence, and his friends give 
him their sympathy instead of scorning him 
as a murderer. Let the accused demand a jury 
trial, and he stands an excellent chance of 
being acquitted or getting a hung jury, 
the members of which put themselves in his 
place. The automobile toll, as you have 
been told for years, costs us more lives and 
wounds than did the recent war. But the 
taxpayer shrugs his shoulders and dismisses 
the statistics from what he calls his “mind.” 
If for every accident each taxpayer was 
obliged to pay the city collector just one 
thin dime, or even one cent, to reimburse 
the community for the true cost of that 
accident, would taxpayers reform? Don’t 
be silly. They would rise en masse to re- 
repeal the law that assessed the tax, and 
talk loudly about the Boston Tea Party and 
our inalienable rights. 


Yes! Freedom is a grand thing, and must 
be preserved. But freedom to kill or maim 
must be curtailed. Must, we repeat. But 
how? We wish we knew. All we can do 
now is plead with you to think about it. 
Think hard. Talk about it to your family, 
friends and clients. Maybe we can accom- 
plish something that way. 


Old Stuff 


We are going back to pre-Shop days for 
this quotation from an article we had pub- 
lished in November, 1924. 


“Every text book on auditing mentions 
the desirability of using a good quality 
paper, yet the almost absolute necessity for 
doing so is not impressed on a large num- 
ber of auditors. Despite the fact that prices 
are much higher than in pre-war days, paper 
still is cheap in relation to the whole cost 
of the case. An accountant’s working 
papers and records are the tangible basis 
for any good will which his practice may 
realize at his retirement or death. There- 
fore it is necessary to have them of such 
quality that permanency is assured. A good 
quality of bond paper can be _ secured, 
printed and ruled to suit, at a price so little 
in excess of the stock paper, as to be 
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negligible in the long run, if a good supply 
is ordered. The staff will appreciate the 
higher grade of paper, and if a low grade 
stock is provided for scratch, no loss should 
occur from waste of the good paper.” 


The need for durable working paper is 
best set forth in the case of Samuelson 
[CCH Dec. 3573], 10 BTA 860. The dece- 
dent’s books being lost, his income was 
established by work sheets of monthly audit 
reports. 


Obtaining good quality columnar paper 
today is difficult, but it’s worth seeking— 
and buying if you can find it. 


All of this was brought to mind when we 
destroyed some copies of fifteen- and 
sixteen-year-old tax returns. They were 
just as crisp and neat as when made, and 
did not break apart at the creases. We 
tremble to think what 1946 returns will look 
Even Uncle Sam’s Treasury 
no longer can get paper of 1931 quality. 
What really sickened us were the differences 
in rates and exemptions. And for further 
details on the latter, see what Godfrey Nel- 
son had to say in the New York Times of 
April 27. 


The Greeks Started It? 


The following is taken from Plutarch’s 
Morals. 


“Nature blends the whole together; pro- 
duces a being common to both, to the end 
that neither may be able to distinguish what 
was belonging to another. Therefore is 
community of estate and purses chiefly requi- 
site among married couples, whose principal 
aim ought to be to mix and incorporate 
their purchases and disbursements into one 
substance, neither pretending to call this 
hers or that his, but accounting all insep- 
arably peculiar to both.” (Italics supplied 
by the Shoptalker.) 


Case Note 


Philadelphians are urged to read the cases 
of Moore [47-1 ustc § 9236] and Emery 
[CCH Dec. 15,770], 8 TC —, No. 112. The 
subject matter is practically ‘identical, and 
the decisions agree. However, the treat- 
ment by the District Court and Tax Court 
presents an interesting procedural point. 


Section 102 Reading 


Dun and Bradstreet have brought out a 
fine treatise titled The Shadow of 102 on 
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Dividend Policies—thirty-four pages packed 
with the opinions of economists E. B. 
George and R. J. Landay. We are delighted 
to commend this work to those of our readers 
who have not yet perused it. 


Family Partnerships 


Nearly all readers over the age of thirty 
can recall that in the early days of the New 
Deal not more than one member of a family 
was permitted to be on the federal Civil 
Service payroll. Basically, this measure had 
some merit. In a time of mass employment, 
it was not desirable that some families should 
have two or more members working steadily, 
in firm jobs at good pay, while other families 
had no source of income. Yet this restric- 
tion aroused furious resentment, and was held 
to be an attack on American family life. And 
to a certain extent, it was. There were even 
unauthenticated divorces among Civil Serv- 
ice personnel, in order to keep both spouses 
on the payroll in the District of Columbia. 


Now, quite unconsciously, the Treasury 
Department, in its unending attacks on the 
family partnership, is assailing the soli- 
darity of the family. We grant freely that 
some family partnerships have been formed 
for the purpose of avoiding and even evading 
taxes. Such schemes are reprehensible. But 
the Treasury does not stop with attacking 
such frauds. Every partnership among rela- 
tives is looked at askance, put on the defensive, 
and compelled to defend itself. Frequently 
defense is a financial impossibility. We lack 
statistics, if any there be, as to how many 
such cases are settled without recourse to 
the courts. But there must be many, and 
even one unjust settlement is too many. 


The sworn duty of Bureau officials is to 
collect taxes, and they do it well. Perhaps 
they should not be concerned with the socio- 
logical aspects of tax collection. But a large 
measure of discretion is granted to the Com- 
missioner, and we think he should use more 
of it in this matter. Meanwhile, we call upon 
all good citizens to demand that Congress 
amend the Code to provide that in family 
partnership cases the burden of proof be 
put on the Commissioner, so that the honest 
family will be protected from the annoyance 
and expense of needless litigation. 


A successful resistence by one family part- 
nership is illustrated in the case of Win- 
chester [CCH Dec. 15,699(M)]. Such cases 
are too few. 
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International Law 


International law is as old as international 
relations, but not until the seventeenth cen- 
tury was it given recognition as a subject for 
special study; not until then was any attempt 
made to codify or regulate it. Here is a 
likeness to accountancy which, although the 
oldest extant records contain accounts, 
emerged as a science only within recent 
years, and as a profession within the memory 
of most CPA’s. 

Hugo Grotius, a Dutchman, was the 
father of international law. He first ex- 
pounded the famous three-mile limit. Since 
then the study of the subject has grown and 
expanded until it is included in the curricula 
of most universities. It has a really formid- 
able bibliography and a periodical literature. 
Even very small public libraries contain 
something about it. On the other hand, 
some very large libraries are rather deficient. 
However, in this, as in almost any other 
reference trouble, the Encyclopaedia Britan- 
nica is an ever-present help. 

There are two divisions of this law, public 
and private, but the two are so closely inter- 
locked and mingled as to make sharp defini- 
tion difficult. Hence, the distinctions are not 
discussed here. 


International law is analogous to the 
Anglo-Saxon common law in that it is based 
on custom. Until very recent years it lacked 
any legislative or distinctive judicial body, 
and to this day it lacks the third of the 
three famous “C’s’’—code, court and cop— 
which are requisite for the success of any 
body of law. 


The code, such as it was, and largely is 
yet, arose from custom and precedent. The 
decisions of the national courts and later 
such tribunals as the Hague Conventions 
and Arbitration Commissions had a great in- 
fluence. But in general it was less a question 
of doing something because it was the law, 
than of doing it first and making the law to 
fit it afterwards. 


If the ‘nations did not trade with each 
other, international law would be _ non- 
existent, because unneeded. The slogan, 
“trade follows the flag,” is, as every intelli- 
gent student of history knows, erroneous. 
Truthfully, the flag follows trade. Merchants 
and their ships get into trouble in foreign 
ports; and, if they have a navy to protect 
them, it is called on. It logically follows, 
then, that more international law has been 
made by naval officers (of all nations) than 
by all the courts, commissions and conven- 
tions combined. If the United Nations and 
World Court function better, this will cease 
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to be true; but the ships (merchant and war) 
of any country still remain the chief source 
of international law cases. 


Any eighth-grader can (or, at least, should 
be able to) tell about the Mason and Slidell 
case, or about the part ships played in in- 
volving the United States in the wars against 
Germany. Case books are filled with deci- 
sions against ships of foreigners, arising 
from the enforcement of our now deceased 
Prohibition Act. The examples could be 
multiplied to the extent of constituting a 
rather comprehensive history of this country. 


This being the case, it is only natural that 
the study of international law is part of the 
curriculum for midshipmen at the Naval 
Academy and an important subject for post- 
graduate officers of high rank at the War 
College in Newport, Rhode Island. Mer- 
chant Marine officers are given an elementary 
course by correspondence from the Navy’s 
Bureau of Personnel, Education Section. 
Naturally, international law is the major sub- 
ject for the Department of State and an 
important one for the Departments of 
Treasury, War and Commerce. The Govy- 
ernment Printing Office in Washington pub- 
lishes much material at low prices, and its 
catalogue is free. 


No auditor is an appraiser, but he must 
know when an appraisal is needed and be 
able to comment intelligently and forcefully 
on values. In the matter of accounts re- 
ceivable, he may have to be an appraiser, 
for he may be able, from his technical knowl- 
edge and broad experience, to evaluate a 
customer’s net worth and the probability of 
collecting a bankrupt claim, better than his 
client or the latter’s credit man can evaluate 
them. In making such appraisal, as a basis 
for writing off bad debts or setting up an 
adequate reserve therefor, he uses his knowl- 
edge of commercial law, which his license 
requires him to have. Despite conflict of 
state laws in forty-eight states and the Dis- 
trict of Columbia, the separate and distinct 
federal law, and that of the Territories, the 
basic rules are not radically different. If a 
client in Vermont has a disputed claim in 
Nevada, the auditor, given the file on the 
case, can make a fairly good guess on it, 
just as if it were in the same state. But let 
him get up against a foreign jurisdiction, and 
he’s at a total loss. So are many lawyers. 


In the large seacoast cities there are firms 
of attorneys specializing in admiralty and 
international law. If your client’s case is in 
the hands of such experts, consult with them. 
If not, advise your client to put the case in 
their hands. Local lawyers may be good 
nationally; but when they get up against 
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foreigners, the mere handicap of language, 
let alone lack of knowledge of the law, is 
sufficient to bar them from competent con- 
duct of a case. 


This matter is, of course, elementary. It is 
not a CPA’s province to advise on legal 
matters, but he must recognize the need for 
legal services when that need exists. 


By way of illustration, let us take this case. 
Your client is engaged in both domestic and 
foreign trade. Your audit of receivables re- 
veals that a shipment of goods to Juan in 
South America has been credited to Juan 
and charged to the S. A. Steamship Com- 
pany. The shipment never has been de- 
livered to the customer, and your client is 
bringing claim against the carrier. The file 
shows that the case has been referred to the 
client’s regular attorney, and that the steam- 
ship company disclaims responsibility on the 
ground that a revolution in Juan’s country 
was responsible. Your client wishes to leave 
the account as is, since the steamship com- 
pany is solvent. He is willing, however, to 
concede the need for:a modest reserve for 
attorney’s fees. 


Were this a domestic account, you would 
probably assent. It is time enough to write 
off an account when it is proved bad. And if 
you were certifying under the Securities Act, 


you would add a footnote that accounts to. 


the amount of $.... were in litigation. 


But this is a different case. What has a 
revolution to do with it? Well, for one thing, 
it probably lets out the insurance company. 
Anyhow, you start reading the insurance 
contracts, the bills of lading, manifests, etc. 
And you certainly get in touch with the at- 
torneys. When you have done this, you 
begin to realize the claim is more compli- 
cated. The attorney won’t commit himself. 
Even if he is one of those aforementioned 
experts, he won’t do so. He may tell you 
that on its merits the case should be won. 
But he will point out the hostility of the 
South Americans to North Americans. And 
you, who have seen what happens to a New 
Yorker attempting to foreclose a perfectly 
good mortgage in Iowa, or a Massachusetts 
manufacturer suing on a note in Carolina, 
decide the claim is pretty bad, and suggest 
setting up a ninety per cent reserve. 

To this, of course, your client objects vio- 
lently. You are left with three courses of 
action: 

1. If the claim is small, either absolutely 
or relatively, you may accede to your client’s 
wishes. 


2. If it is large, you may disclaim re- 
sponsibility in your audit report. 


3. Best of all, you may (time permitting) 
go into the thing thoroughly, armed with a 
little knowledge of the law, and get as good 
an idea of the value as the lawyer ought to 
have. As in many domestic cases, you may 
be of invaluable help to him in prosecuting 
the claim. To the extent that you so aid 
him, the reserve for losses is reduced, and 
your fee increased (maybe). 


You have a client which imports its raw 
materials in its own ships. Your audit in- 
cludes a reading of at least some of the ships’ 
logs. If the reason for that is not imme- 
diately apparent, verify it elsewhere; this is 
not the space for it. And you find an entry 
substantially like this: 


“Spoken by a submarine of belligerent X 
and ordered to go to her port of Y for visit 
and search. Ignored the order and made 
good escape by superior speed.” 


Your first reaction would be “Good Skip- 
per!” But then you cease to be the movie 
fan who rejoices in the escape of the hero 
from the gunman, and are once more the 
auditor. You think this way: “Good Lord! 
That ship is on the regular run, and M and 
X are still at war. Suppose she meets an- 
other of X’s warships. Can they sink her 
on sight? They can. But may they? Is it 
legal under international law to capture or 
destroy a fugitive neutral? Is that con- 
tingency covered in my client’s insurance? 
Has the client notified the insurance com- 
pany? Should we set up a reserve—not for 
sinking fund—for ‘sinking’? Would such a 
reserve be deductible for tax purposes?” A 
very elementary knowledge of international 
law will inspire the questions. Even if you 
cannot answer them, you will have done your 
duty as an auditor in raising them. 


Perhaps you never realized it, but citizen- 
ship is one of the principal topics of inter- 
national law. In fact, as far as this writer 
has gone in his study of the subject, only 
ships produce more cases than citizenship 
(pun, if any, unintentional). It should be 
unnecessary to call attention to the many 
pages of income tax law and regulations 
dealing with aliens. 

The index to CCH STANDARD FEDERAT. TAX 
Reporter for 1947 has nearly three solid 
pages on nonresident aliens, and a column 
on resident aliens. Also see 474 CCH f 6060 
and 6077 for the French Tax Convention. 


[The End] 
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City Revenues 


Where Cities Get Their Money. A. M. Hill- 
house and Muriel Magelssen. Municipal 
Finance Officers Association of the United 
States and Canada, Chicago 37. 1945. 229 
pages. $5. 


This study of city revenues exclusive of 
property taxation is, in the reviewer’s esti- 
mate, by far the most comprehensive under- 
taking of the kind yet published. It is a 
manual for city officials; and it is the sort 
of book which, though it does not fall pre- 
cisely in the class of “shop,” a tax practi- 
tioner must read if he is to keep abreast 
of what goes on in the tax world. 


The plan of the report involves a factual 
and analytical examination of city non-prop- 
erty tax revenues ranging from licenses and 
poll taxes to payroll taxes and public utility 
earnings as sources of municipal revenue. 
The authors prefer to cite illustrations from 
specific experience rather than merely to 
present generalized comment. Without adopt- 
ing a propagandist tone, they seek to ascer- 
tain the circumstances under which particular 
measures are available. The administrative 
and other technical issues raised by the vari- 
ous revenue devices studied are explored, 
though the authors disclaim ability to give 
cut-and-dried answers to some of the problems. 


In view of the fact that the investigation 
was designed primarily for city use and was 
prepared by an organization of city officials, 
it is not surprising that the authors have 
relied heavily on the reports of municipal 
officials. Moreover, there are sound basic 
reasons of principle for such reliance. At the 
same time, the administrative analysis would 
have been rendered more helpful for policy 
use had available resources permitted a fuller 
investigation of taxpayer experience in com- 
plying with the various revenue plans ex- 


in the Field of Taxation 








amined. 
an adverse criticism, however, let it be said 
that this would have been essentially a new 
area of inquiry which the authors did not 
specifically envisage. 


Lest this remark be construed as 


JAMES W. MarrtIN, 
BUREAU OF BUSINESS RESEARGH, 
UNIVERSITY OF KENTUCKY. 


Positive Fiscal Policy 


Taxation for Prosperity. Randolph E. Paul. 
Bobbs-Merrill Company, Indianapolis, In- 
diana. 1947. 448 pages. $4. 


Randolph Paul’s wide experience as Gen- 
eral Counsel of the Treasury and tax adviser 
to Secretary Morgenthau during World War 
II has led him to emphatic rejection of the 
popular view of taxation as a necessary evil. 
Taxation, as he conceives it, is a potent 
social and economic force, which can and 
should be employed to achieve national 
prosperity and economic stability. Our re- 
sponsibility to employ it in this manner ex- 
tends not only to ourselves but to the world. 

The first step in the development of a 
positive tax policy is to abandon our “mysti- 
cal adherence to the maxim that taxes are 
for revenue only.” On the contrary, they 
can be used “to regulate the speed of the 
economic machine,” to control inflation or 
deflation, to expand purchasing power and 
to encourage investment. No extempor- 
aneous policy, aimed at mere expedience, 
will accomplish such feats. Our tax structure 
should rest on a basic philosophy, embodying 
clearly defined objectives but allowing flexi- 
bility in operation. 

While this book does not attempt a de- 
tailed exposition of the ideal tax structure, 
it does outline some fundamental principles, 
all of which are contingent upon the main- 
tenance of balance. 
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First, if inflation is imminent, tax rates 
should be more than high enough to meet 
government expenditures. If deflation is the 
danger, taxes should be reduced—even if a 
deficit is incurred—to release purchasing 
power. Except in the former emergency, 
“taxes should not unduly discourage the pri- 
vate spending of money.” 


Second, excessive concentration of wealth 
should be diluted by high bracket income 
taxes—but not so high as to remove the 
profit motive from production. 


Third, to insure the willing cooperation of 
taxpayers that is vital to the success of any 
tax policy, taxes should be fair. For this 
criterion to move out of the realm of abstrac- 
tions, we must correct the obvious inequities 
in our tax structure: for example, the exemp- 
tion of interest on state and local securities, 
the special deduction for percentage deple- 
tion permitted to owners of certain mineral 
interests, and the community property sys- 
tem functioning in only nine states. 

Fourth, taxes should be “certain”—in that 
the laws should “say what they mean and 
mean what they say.” Change will be neces- 
sary, but much of it can be brought about 
gradually through Treasury and court inter- 
pretation. On the other hand, we must not 
sacrifice experimentation to stability. “We 
cannot escape the fact that we live in fluid 
times, or the requirement that our taxes reflect 
the rhythm and pace of those times.” 


Mr. Paul sees the creation of a positive 
tax policy as a slow process, demanding far- 
sighted planning and the democratic inter- 
change of ideas. It will be a difficult task, 
but one well worth the undertaking. 


Taxation Anthology 


Viewpoints on Public Finance. 
Harold M. Groves. 


pany, Inc., New York. 1947. 724 pages. $4.25. 

A chief objective of the editor in assem- 
bling these readings was to provide a “time 
and space perspective in public finance writ- 


Edited by 
Henry Holt and Com- 


ing.” The temporal development of economic 
thought is indicated by the juxtaposition of 
such names as Adam Smith in the eighteenth 
century and John Stuart Mill, John McCul- 
loch and Henry George in the nineteenth, 
with those of twentieth-century economists 
like Harley Lutz, Roswell Magill, Ronald 
B. Welch, E. R. A. Seligman, Harold D. 
Smith and Groves himself. “Space perspec- 
tive” is achieved through the representation 
of writers of other nations —notably, in the 


modern period, Hugh Dalton and Sir Wil- 
liam Beveridge of England and Gunnar 
Myrdal of Sweden—and writings on local, 
state, national and even international fiscal 
problems. The book gains still a third type 
of perspective in that it does not confine 
itself to individual judgments, but includes 
the tax programs formulated and supported 
by various groups—professional and educa- 
tional associations, administrative boards, 
legislative committees and labor unions. 


The material here is organized not, as 
might be expected, according to chronology, 
but around large concepts of public finance, 
each of which is argued both by contempo- 
rary authorities and their predecessors, in a 
kind of forum across the centuries. Among 
these concepts are the distribution of gov- 
ernmental burdens, particularly through 
progressive taxation; property as a basis for 
taxation; the shifting and incidence of taxes; 
the taxation of net income, inheritance and 
gifts, business and consumption; public 
expenditures and public debts; budgets and 
fiscal policy. 

The practitioner or student. will find a 
discussion of taxes from nearly all of their 
theoretical and practical aspects—their legal- 
ity, constitutionality, coordination and ad- 
ministration, and their political and social 
effects. In some selections, the treatment 
is historical or descriptive; in others, ana- 
lytical or critical. 


An asset of a collection of this sort is that 
it serves to present, in a form convenient 
for comparison, divergent opinions on a 
single subject or on closely related subjects. 
Most of the writers in this work, despite the 
obvious conflicts in their views, hold at least 
one attitude in common (with each other 
and with Randolph E. Paul): they regard 
taxation as inextricably woven, for better 
or for worse, into the entire fabric of our 
national life. As Roy Blough, in a conclud- 
ing chapter, phrases it, “Adequate consider- 
ation of tax policy involves . . . ethics, law, 
political science, sociology—indeed every 
point of view from which the social structure 
may be studied.” 


Washington State Taxes 


A Comparative Study of the Tax System 
of the State of Washington. Ralph I. Thayer. 
Department of Conservation and Develop- 
ment, Division of Progress and Industry 
Development, State of Washington. 1947, 
188 pages. 
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STATE TAX CALENDAR 


ALABAMA 





August 1 
Automobile dealers’ report due. 


August 10—— 


Alcoholic beverage report and tax of pub- 
lic service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 


Tobacco wholesalers’ and jobbers’ report 
due. 


August 15—— = 


Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


August 20—— 


Automobile dealers’ report due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Jasper occupation tax return and payment 
due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 


ARIZONA 


August 5—— 


Alcoholic beverages licensee’s report due. 


August 10—— 


Wholesalers of malt, vinous and spirituous 
liquors report and payment due. 


August 15—— 


Gross income report and payment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


August 25—— 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and payment 
due. 


ARKANSAS 
August 10—— 
Alcoholic beverages report due. 
Franchise tax due. 
Motor fuel carriers’ report due. 


Statement of purchases of natural re- 
sources. 


August 20—— 
Gross receipts tax report and payment 
* due. 


Natural resources severance tax report 
and payment due. 
Use fuel tax report and payment due. 


August 25—— 
Motor fuel tax report and payment due. 


CALIFORNIA 
August 1 
Common carrier distilled spirits tax report 
and payment due. 
Gasoline tax report and payment due. 
August 15—— 


Beer and wine report and tax due. 

Common carriers report of alcoholic bev- 
erages imported due. 

Distilled spirits report and tax due. 

Personal income tax second installment 
due. 

Use fuel tax report and tax due. 


August 18—— 


Oil and gas production tax first install- 
ment due (last day). 


August 20—— 


Motor carriers’ gross receipts report and 
tax due. 


August 31 


Unsecured personal property tax due (last 
day). 








COLORADO 
August 5—— 


Alcoholic beverage manufacturers’ report 
due. 


Motor carriers’ tax due. 
August 10—— 

Motor carriers’ report due. 
August 14— 


Sales tax report and payment due. 
Use tax report and payment due. 
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report 


August 15—— 


Coal mine owners’ report due. 
Coal tonnage tax and report due. 


August 25—— 


Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 
August 1 
Gasoline tax due. 
August 15—— 


Corporations’ annual report and fee due. 
Gasoline tax report due. 


Gasoline use tax report and payment due. 
Motor carriers’ gross receipts tax due. 


August 20-—— 


Alcoholic beverage tax return and pay- 
ment due. 


DELAWARE 
August 15. 


Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages report due. 


August 31 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 
August 1 


Bank gross earnings tax report due. 
Gas, electric and telephone companies’ 
report due. 


State Tax Calendar 


August 10— 


Licensed alcoholic beverages manufac- 
turers’, wholesalers’ or retailers’ report 
due. 


Licensed beer manufacturers’ and whole- 
salers’ report due. 
August 15—— 


Beer tax due. 
August 25—— 
Gasoline tax report and payment due. 


FLORIDA 
August 1 


Auto transportation companies’ 
and tax due. 


August 10—— 
Agents’ and wholesalers’ cigarette tax re- 
port due. 


Manufacturers’ and dealers’ 

beverages report and tax due. 
August 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline tax report and payment due. 

Motor vehicle fuel use tax veport and pay- 
ment due, 


Transporters’ and carriers’ alcoholic bev- 
erage report due. 


August 25—— 


Oil and gas production tax report and 
payment due. 


report 


alcoholic 


GEORGIA 
August 10—— 


Cigar and cigarette wholesale dealers’ re- 
port due. 


Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 


August 15—— 
Malt beverage tax report due. 
August 20—— 
Gasoline tax report and payment due. 


IDAHO 
Second Monday: 
Sleeping car companies’ report due. 
August 15 


Beer dealers’, brewers’ and wholesalers’ 
report due. 


Cigarette wholesalers’ drop shipment re- 
port due. 
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Electric power companies’ report and tax 
due. 


Gasoline tax report and payment due. 
August 25—— 


Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


ILLINOIS 
August 10—— 


Motor carriers’ mileage tax due. 
August 15—— 

Alcoholic beverage tax report due. 

Cigarette tax return due. 

Public utilities’ report and tax due. 

Sales tax report and payment due. 
August 20—— 

Gasoline tax report and payment due. 
August 30—— 


Gasoline transporters’ tax report due. 


INDIANA 
August 1 
Alcoholic vinous beverage tax due. 


August 10—— 


Cigarette distributors’ interstate business 
report due. | 


August 15 


Alcoholic vinous beverage tax due. 

Cigarette distributors’ drop shipment re- 
port due. 

Fuel use tax report and payment due. 

August 20—— 

Bank and trust companies’ intangibles tax 
report due. 

Bank and trust companies’ share tax re- 
port and payment due. 

Building and loan associations’ intangibles 
tax report and payment due. 
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August 25—— 


Distributors’ and carriers’ gasoline tax re- 
port and payment due. 

Fuel dealers’ fuel use tax report and pay- 
ment due. 


IOWA 
August 1 


Corporation report due (last day). 


August 10—— 
Carriers’ gasoline tax report and tax due. 
Class “A” permittees’ beer tax report and 
payment due. 
August 20—— 
Gasoline tax report and payment due. 


KANSAS 
August 10—— 
Malt beverage report due. 


August 15—— 


Carriers’ gasoline and fuel use tax report 
due. 

Compensating tax report and payment 
due. 

Motor carriers’ gross ton mileage tax re- 
port and payment due. 


August 20-—— 
Sales tax report and payment due. 
Use fuel report and payment due. 
August 25—— 
Gasoline tax report and payment due. 


KENTUCKY 
August 1—— 
Banks’, trust companies’ and real estate 
title insurance companies’ report due. 


Corporations’ bondholders’ and _ stock- 
holders’ report due. 
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August 10—— 

Amusement and entertainment report and 
tax due. 

Cigarette wholesalers’ report due. 

Distilled liquors blenders’ and rectifiers’ 
tax payment due. 

Refiners’ and importers’ gasoline tax re- 
port due. 


August 15—— 


Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 
August 20—— 


Oil production tax report and payment 
due. 


August 31 


Dealers’ and transporters’ gasoline tax re- 
port and payment due. 


LOUISIANA 


August 1—— 


Public utility license and pipe line trans- 
portation tax due. 
Tobacco wholesalers’ report due. 


August 10—— 


Importers’ gasoline tax report due. 

Importers’ kerosene tax report and pay- 
ment due. 

Importers’ light wine and beer report due. 

Importers’ lubricating oils report due. 


August 15—— 


Carriers’ gasoline tax report due. 

Carriers’ kerosene tax report due. 

Carriers’ light wine and beer report due. 

Carriers’ lubricating oils report due. 

Income tax second installment due. 

Intoxicating liquor manufacturers’ 
dealers’ report due. 


and 


State Tax Calendar 


Soft drink wholesalers’ report due. 
Tobacco wholesalers’ report due. 


August 20—— 
Dealers’ gasoline tax report and payment 
due. 
Dealers’ kerosene tax report and payment 
due. 


Dealers’ lubricating oils tax and report 
due. 


Fuel use tax report and payment due. 

New Orleans sales and use tax report and 
payment due. 

Petroleum solvents report due. 

_Sales and use tax report and payment 
due. 

Wholesale dealers’ light wine and beer 
tax report due. 

August 31—— 


Electricity generation and sales tax and 
power use tax report and payment due. 


MAINE 
August 1 


Cigarette distributors’ license fees due. 


August 10—— 
Malt beverage manufacturers’ and whole- 
salers’ report due. 
August 15 
Use fuel tax report and payment due. 


August 31 
Gasoline tax report and payment due. 


MARYLAND 
August 1 


Bank share tax due. 
Property tax assessed by State Tax Com- 
mission due. 


Utilities’ gross receipts franchise tax due. 
August 10—— 
Admissions tax payment due. 
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August 30-—— 
Purchasers of cargo lots of motor 
report due. 
August 31 
Beer tax report and payment due. 
Gasoline tax report and payment due. 


fuel 





MASSACHUSETTS 
August 10—— 


Alcoholic beverage excise tax report and 
payment due. 


Meals excise tax report and payment due. 
August 20—— 
Cigarette tax report and payment due. 


August 31 
Motor fuel tax report and payment due. 





MICHIGAN 
August 5—— 


Carriers’ gasoline statement due. 


August 10— 

Common and contract carriers’ report and 
fee due. 
August 15—— 

Sales tax report and payment due. 

Use tax report and payment due. 


August 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Gas and oil severance tax report and pay- 
ment due (last day). 





August 31 
Corporation privilege fee and report due. 
Non-profit corporation report due. 
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MINNESOTA Augus 
August 1 Com 
Airline companies’ report due. se 
Railroads’ leased freight car report due. st 
August 10—— U pe 
Wholesalers’, brewers’ and manufacturers’ - 
alcoholic beverage report due. 
August 15—— 
Interstate motor carriers’ mileage tax due. Augus 
Railroads’ gross earnings semiannual re- Inc 
port due. Augu 
August 23—— No 
Distributors’ gasoline tax report and pay- d 
ment due. 
Special use fuel tax report and payment Auge 
due. Oi 
¢ 
Re 
MISSISSIPPI ( 
August 5—— Augt 
Factories’ report due. Al 
August 10—— Re 
Admissions tax report and payment due. Aug 
August 15—— U: 
Carriers’ gasoline tax report and payment Aug 
due. F; 
Manufacturers’, distributors’ and whole- G. 
salers’ tobacco report due. . 
Retailers’, wholesalers’ and distributors’ of 
light wine and beer report due. S 
Sales tax report and payment due. 
Timber severance tax report and payment 
due. 
Use fuel tax report and payment due. Au 
Use tax report and payment due. y 
August 20—— in 
Gasoline distributors’, refiners’, and proc- E 





essors’ report and payment due. 






August 25 
Oil severance tax and report due. 






















yazine 


August 31 
Common and contract carriers’ of pas- 


sengers gross revenue tax quarterly in- 
stallment due. 


Use fuel tax and report on fuel other than 
gasoline due. 


MISSOURI 
August 1 
Income tax second installment due. 


August 5—— 


Non-intoxicating beer permittees’ report 
due. 


August 10—— 


Oil inspection tax report and payment 
due. 

Receivers’ of petroleum products report 
due. 


| August 15—— 


Alcoholic beverage sales report due. 

Retail sales tax report and payment due. 
August 25—— 

Use fuel tax report and payment due. 


August 31 
First class city property tax due. 


Gasoline distributors’ report and payment 
due. 


Soft drinks manufacturers’ 
payment due. 


report and 


MONTANA 
August 1 


Moving picture theatre licenses issued and 
tax due. 


August 15—— 


Brewers’, wholesalers’ and transporters’ of 
beer report and payment due. 


State Tax Calendar 


Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 


August 20—— — 


Producers’, transporters’, dealers’ and re- 
finers’ of crude petroleum report due. 


August 29—— 
Telephone companies’ tax and report due. 


NEBRASKA 
August 15—— 


Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 

Carriers’ gasoline tax report due. 

Gasoline tax report and payment due. 


NEVADA 
First Monday—— 
Property tax quarterly installment due. 
August 10—— 
Liquor report by out-of-state vendors due. 
August 15—— 
Carriers’ gasoline tax report due. 


Manufacturers’ and importers’ alcoholic 
beverage report due. 


August 25—— 


Dealers’ gasoline tax report and payment 
due. 


Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 
August 10— 


Manufacturers’ and wholesalers’ alcoholic 


beverages report-due; wholesalers’ pay- 
ment due. 


August 15—— 
Use fuel tax report and payment due. 


August 31 
Motor fuel report and tax due. 





NEW JERSEY 
August 1 
Property tax quarterly installment due. 
Telephone, telegraph, express, parlor and 
sleeping car, gas and electric light, oil 
and pipe line companies’ gross receipts 
tax due. 
August 10—— 
Busses’ (interstate) report and excise tax 
due. 


Busses’ (municipal) gross receipts report 
and tax due. 


Jitneys in municipalities—gross receipts 
report and tax due. 
August 20—— 


Alcoholic beverage retail consumption and 
retail distribution licensees report and 
tax due. 


August 30-—— 
Carriers’ gasoline tax report due. 


August 31 


Distributors’ gasoline report and payment 
due. 


NEW MEXICO 
August 15 


Occupational gross income tax report and 
payment due. 

Oil and gas conservation report due. 

Severance tax and report due. 


August 20—— 


Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


August 25—— 


Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 


NEW YORK 
August 1 


State property tax semi-annual install- 
ment due. 
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August 15 
Transportation and transmission com- 
panies’ additional tax and report due. 
August 20—— 
Alcoholic beverage tax and report due. 


August 25—— 


New York City conduit companies’ tax 
and report due. 


New York City public utility excise re. 
turn and payment due. 
August 31 
Gasoline tax report and payment due. 


Insurance companies’ premiums report 
and tax due. 


Water, gas, electric, etc. companies’ re- 
port and tax due. 


NORTH CAROLINA 
August 1 


Express, Pullman, telegraph corporations’ 
report and tax due. 


August 10—— 


Carriers’ gasoline tax report and payment 
due. 


Distributors’ and bottlers’ of unfortified 
wines report and payment due. 


Railroads’ alcoholic beverage report due. 
August 15—— 

Sales tax report and payment due. 

Spirituous liquor tax due. 

Use tax report and payment due. 


August 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Use fuel tax report and payment due. 


NORTH DAKOTA 
August 1 


Domestic corporations’ report and paying 
fee due (last day). 


August 10—— 
Cigarette distributors’ report due. 
August 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 
August 25 
Use fuel tax report and payment due. 
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OHIO 
August 1 


Public utilities, except railroads, street, 
suburban and interurban railroads, ex- 
cise tax return due. 


August 10—— 


Admissions tax report and payment due. 

Cigarette wholesalers’ report due. 

Class “A” and “B” permittees’ alcoholic 
beverage report due. 


August 15—— 

Cigarette use tax and report due. 
August 20—— 

Dealers’ gasoline tax report due. 
August 30—— 

Carriers’ gasoline tax report due. 
August 31 


Foreign insurance companies’ premiums 
tax second installment due. 
Gasoline tax due. 


OKLAHOMA 
August 1 


Foreign corporations’ capital stock affida- 
vit due. 
August 5—— 


Operators’ report of mines other than coal 
due. 


August 10—— 


Airports’ gross receipts report and tax 
due. 


Alcoholic beverage report and payment 
due. 


Cigarette wholesalers’, retailers’ and 
vending machine owners’ report due. 


August 15—— 


Carriers’ mileage tax report and payment 
due. 


Dealers’, retailers’ and carriers’ gasoline 
tax report due. 


Sales tax report and payment due. 
Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 
August 20—— 
Carriers’ use fuel tax report due. 
Coal mine operators’ report due. 


Distributors’ gasoline tax report and pay- 
ment due. 

Rural electric cooperatives’ property tax 
return and tax due. 


Use fuel tax report and payment due. 
Use tax report and payment due. 


State Tax Calendar 


August 31 
Corporation license tax and report due. 


Oil, gas and mineral gross production re- 
port and payment due. 


OREGON 
August 10—— 


Oil production tax report and payment 
due. 


August 15—— 

Corporation license tax due (last day). 

Property tax quarterly installment date. 
August 20—— 

Alcoholic beverage tax report and pay- 

ment due. 

Motor carriers’ report and tax due. 

Use fuel tax report and payment due. 
August 25—— 

Gasoline tax report and payment due. 


PENNSYLVANIA 
August 1 


Motor carriers’ gross receipts report and 
payment due. 


August 10—— 
Importers of spirituous and vinous liquors 
report due. 
Malt beverage report due. 


August 15—— 


Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


August 31 
Gasoline tax report and payment due. 


RHODE ISLAND 
August 1 


Bank deposit tax return and payment due. 


August 10—— 
Manufacturers’ alcoholic beverage report 
due. 


August 15—— 
Gasoline tax report and payment due. 


SOUTH CAROLINA 
August 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ report 
and additional tax due. 
Power tax return and payment due (last 


day). 
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August 20—— 


Dealers’ fuel oil report due. 

Gasoline tax report and payment due. 

Users of fuel oil tax return and payment 
due. 


SOUTH DAKOTA 
August 1 
Motor carriers’ of passengers tax due. 
August 10— 


Interstate motor carriers’ report and tax 
due. 


August 15—— 


Alcoholic beverage sales report due. 

Carriers’ gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax report due. 

Use fuel tax report and payment due. 
August 20—— 


Passenger mileage tax due. 


August 31 
Dealers’ gasoline tax report due. 


TENNESSEE 
August 1—— ‘ 


Public utilities’ gross receipts report and 
tax due. 

Soft drink bottlers’ tax due. 

Theatre tax report and payment due. 


August 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 
August 15—— 
Carriers’ of use fuel report due. 
Users’ of fuel report due. 
August 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Liquid carbonic acid gas tax due. 


Oil production tax report and payment 
due. 


Sales and use tax report and payment due. 


TEXAS 
August 15 


Oleomargarine dealers’ report and tax 
due. 


August 20—— 
Carriers’ motor fuel tax report due. 


Motor fuel tax report and payment due. 
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Users of liquefied gases and liquid fuel 
tax report and payment due. 


August 25—— 

Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theatres tax report 
and payment due. 


August 30—— 
Oil production tax report and payment 
due. 


UTAH 
August 10—— 
Carriers’ use fuel tax report due. 
Liquor licensee report due. 


August 15—— 

Use fuel tax report and payment due. 
August 25—— 

Carriers’ gasoline tax report due. 


Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 
August 10—— 


Alcoholic beverage tax report and pay- 
ment due. 
August 15—— 
Electric light and power companies’ re- 
port and tax due. 
August 31 
Gasoline tax report and payment due. 


VIRGINIA 

August 10—— 

Beer dealers’, bottlers’ and manufacturers’ 

report due. 

August 20—— 

Carriers’ gasoline tax report due. 

Use fuel tax report and payment due. 
August 31 

Gasoline tax report and payment due. 
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WASHINGTON 


August 10—— 
Brewers’ and manufacturers’ 
products report due. 


August 15—— 
Butter substitutes report and payment 
due. 
\Vholesalers’ cigarette drop shipment re- 
port due. 


Aus ust 20-—— 
Lise fuel tax report and payment due. 


Aucust 25 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


of malt 


WEST VIRGINIA 
August 10—— 


Aicoholic beverage tax report and pay- 
ment due. 


August 15—— 


Cigarette use tax report and payment due. 
Sales tax report and payment due. 


August 30-—— 
Gasoline tax report and payment due. 





WISCONSIN 
August 1 
Income tax second installment due. 
August 10—— 


Alcoholic beverages tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 


August 15 


Railroads’ and_ street railways’ 
annual gross receipts report due. 


August 20—— 
Gasoline tax report and payment due. 


semi- 


WYOMING 
August 10—— 
Carriers’ gasoline tax report due. 


August 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 


.Wholesalers’ gasoline tax report and pay- 
ment due. 


FEDERAL TAX CALENDAR 


August 11 


Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. 


August 15—— 


Return of stamp account by brokers, 
dealers in securities, etc., due for July. 
Form 828. 

Due date, by general extension, of returns 
for year ending February 28 in the case 
of: (1) foreign partnerships; (2) for- 
eign corporations which maintain an 
office or place of business in the United 
States; (3) domestic corporations which 
transact their business and keep their 
records and books of account abroad; 
(4) domestic corporations whose prin- 
cipal income is from sources within the 
possessions of the United States; and 
(5) American citizens residing or travel- 
ing abroad, including persons in the 
military or naval service on duty out- 
side the United States. Forms: (1), 





Form 1065; (2)-(4), Forms 1120 and 
1121; (5S), Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
March 31, in the case of fiduciaries 
for estates and trusts, but not returns 
of beneficiaries or other distributees of 
such estates or trusts. 


Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for July. Form 957. 

Due date for delivery to local collector of 
internal revenue, by stamp depositaries of 
the United States, of requisitions for all 
stamps purchased during the preceding 
month, with statement showing stamps 
on hand at beginning and end of such 
month and stamps sold during that 
month. Payment also due for proceeds 
of sales of stamps sold during preceding 
month. 


September 1 


Returns for excise taxes due for July. 
Forms 726, 727, 728, 728 (a), 729, 932. 
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